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EDITORIAL
Now that congress has departed to its 
several destinations and the country 
has breathed its first sigh of relief, we shall probably have a few 
months in which to review what has been done and to attempt to 
weigh the consequences. In the great welter of legislative and 
administrative activity which has obstructed progress and im­
periled the return of prosperity, one of the fundamental theories 
seems to have been to bring about an even distribution of the good 
things of this world among all the citizens of it. Many phrases 
have been coined to express this desire to take from those who have 
and to give to those who have not, but probably the one most 
popular or at least most advertised has been the cry: “Share the 
wealth.” It sounds like the key-note of a song of happiness at 
the entering in of a land where all men shall enjoy equally what 
the good Lord has provided for humanity. It appeals, of course, 
primarily and most cogently, to those who have little and to the 
few who have nothing. It appeals also to a school of sentimental 
Utopians. It appeals not at all to sound economists and, natu­
rally enough, not at all to the people whose possessions are to be 
taken from them. An evidence of the wide-spread interest in the 
sharing of wealth is found in the extraordinary popularity of the 
late Senator Long—the manner of whose taking off we all deplore. 
He was a dictator and his methods are described by his enemies as 
unscrupulous, but no man in this country could ever attain the 
position in the public eye which he occupied by a mere attempt to
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imitate the dictatorships of Europe. He must have had, and he 
did have, something for which the public was ready to offer ac­
claim. Those who have never had prosperity in their homes are 
irresistibly attracted by any demagogue who offers them a house 
and the comforts of life and a steady income. Senator Long went 
into palace and hovel, and wherever he spoke it was in the lan­
guage of the people with whom he was at the moment associated. 
His great doctrine of sharing the wealth was a battle-cry which 
would enlist the majority of the people. That, we think, was the 
secret of his amazing success. Had he stuck to that portion of his 
plan and had he escaped the temptation to establish himself as the 
state he would probably be with us still. He was a type of ideal­
ist weakened by an unholy personal ambition. He had great 
magnetism, a most unusual gift of fluent oratory and in many 
people he inspired intense loyalty, but what won him his con­
spicuous place in American affairs was his share-the-wealth pro­
gram.
And Scare the Wealth There are other men prominent in politics today who would follow the
same advocacy of distributing wealth, and it can not be denied 
that they have done irreparable harm to the morale of the nation.
Accountants, more than any other men, should be quick to detect 
the utter fallacy of this specious theory. Let us take, for example, 
the revenue act of 1935, which was proposed by the president of 
the United States and passed after an all-too-brief consideration 
by an obedient congress. The outstanding feature of the act was 
the increase in rates of taxation upon income in excess of $50,000 
a year, rising to a point of almost absolute confiscation for incomes 
of over a million dollars a year. No doubt most of us agree that 
an income of the latter amount should satisfy the requirements 
of any ordinarily liberal citizen, but that is not the point which is 
under consideration when the question of policy is concerned. It 
has been admitted that the maximum increase in revenue derived 
from these advances of rates in the upper brackets of income will 
produce at the outside two hundred and sixty million dollars a 
year. It has been alleged that eight thousand Americans will be 
compelled to contribute this amount. Meanwhile we are running 
dizzily along the brink of bankruptcy and increasing our national 
deficit by four billion dollars a year. It does not require a great 
knowledge of accounts to discern in the present situation the ulti­
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mate fate of our national finances. So far as can be discovered 
the only attempt in the last session of congress to balance the 
federal budget was this increase from taxation of incomes of one 
man in every fifteen thousand of the population. Nothing was 
done to reduce expenses. Hundreds of schemes were propounded 
to increase the dissipation of wealth and we came to the end of 
the congressional season infinitely worse off than ever we were 
before.
Better to Spare the 
Wealth
Now let us think for a moment of what 
the two hundred and sixty million in­
crease of income tax will do. It will be 
taken from eight thousand people and will be paid into the federal 
treasury for purposes which heaven alone could enumerate. 
Those from whom it will be taken will be denied the privilege of 
expending their earnings—in other words the expenditure of this 
sum will be in the hands of amateurs rather than in the discretion 
of persons experienced in the use of money. It is a truth well 
known to students of economics that very few enormously rich 
men are wasteful. Every man desires an increase in his wealth, 
however great that wealth may be, and nearly every man who has 
great resources attempts to utilize them in a productive way. 
There are, of course, notable exceptions to every rule. Some rich 
men are selfish, stupid and are of no value to themselves or to their 
neighbors; but generally speaking people who have had a great 
deal of money use it intelligently. On the other hand the very 
poor are the most extravagant of spenders. Watch the crowd at 
some summer resort. People who have a day or two in the coun­
try spend all that they have saved throughout the year in ways 
that are astonishing. They buy candy instead of wholesome food, 
endless rides on merry-go-rounds, waste precious dimes in games 
of chance—and leave themselves without carfare home. One 
can understand a little recklessness of expenditure on a brief vaca­
tion, but the extraordinary part of it all is that the poorer the man 
the more he spends in proportion to his ability. The rich are 
cautious and conservative. As a matter of fact most great wealth 
is helpfully spent. If our two hundred and sixty millions of dol­
lars were in the hands of people who would expend it wisely in­
stead of being taken in taxes to swell the pork barrel, how much 
stimulation might be given to activity of commerce and industry. 
The wild-eyed adjustors of the world’s affairs think first of taking 
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away the use of money from other people and of spending it 
according to the dictates of their experimental theories.
Wealth wisely spent is far better than 
confiscated wealth diverted in accord­
ance with unsound conceptions of phi­
losophy. We believe it was Theodore Roosevelt who first used 
the expression “malefactors of great wealth.” There have been 
malefactors of that sort, but in these latter days how many rich 
have been oppressors? Every accountant must have been aston­
ished at times at the munificence of unknown donors to the aid of 
their fellow men. Newly rich are bewildered by wealth but those 
habituated to its possession are not so. To bring the discussion 
to the concrete, one rich man on his country estate and in his town 
house employs ten times as many men and women as a hundred 
humbler folk would employ. Is taking from such a rich man his 
wealth of any assistance to those who are thrown out of work? 
What company making handsome profits, suddenly deprived of its 
earnings, can benefit humanity by discharging employees whom it 
can no longer afford to retain? What is better, then? Shall we 
discourage wealth and destroy thrift and endeavor? Where there 
are many rich there are few poor. Where the opportunity to be­
come rich is lacking, the poor are many. The land whose citizens 
may attain great wealth has an ever beckoning star in its sky, but 
where no one is allowed to succeed what encouragement is there to 
energy? These questions do not indicate a failure to recognize 
the imperative need for taxation. We have always strenuously 
argued, to the best of our ability, that the income tax is the ideal 
method by which to obtain the money required for the running of 
government. We have advocated, in common with many others, 
an increase in the number of persons to be taxed. We would have 
every income subject to some tax, but that is not to say that there 
is any virtue in an attempt to destroy wealth by taxing it to death. 
America’s greatest asset is the money-making power of its people. 
If we take from them the right to retain what they have made 
we shall undermine the foundations. Unfortunately these are 
truths which it is difficult to inculcate in the minds of the majority 
of the people. Share-the-wealth programs are far more appealing 
to the multitude. From whatever source they come, all schemes 
of artificial redistribution are pernicious, and in the long run even 
the poor will come to know the folly of it all.
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Sir James Martin, president of the In­
corporated Society of Accountants and 
Auditors, passed to his reward on 
August 21st. In his long and honored life-time he had probably 
done more than any other one man to advance the interests of ac­
countancy in the British empire. In the early days of his society, 
when it was little and comparatively unimportant, he labored faith­
fully and unremittingly to make for it a place in the sun. It 
seemed almost an impossible task, but he was never discouraged 
and by his efforts, ably assisted by many successive presidents, he 
brought his society to a position admitted to be of the first rank. 
The older Institute of Chartered Accountants had already made its 
name and reputation and a newer organization found its way to 
the front with great difficulty. However, success came at last. 
The membership of the society increased to a point in excess of 
any other accounting organization in the world. The secretary 
who had done these great things was knighted by his king. He 
travelled in many parts of the world establishing branches of the 
society, and in the course of his journeys visited this country and 
made a host of friends. There is something singularly appro­
priate and complete about his life and death. He had just pre­
sided at the fiftieth anniversary of the founding of the society. 
He could look back with an intense sense of gratification to the 
success of the organization of which he was the protagonist. He 
earned and retained the undivided gratitude of his associates and 
the respect and affection of accountants of other societies, both 
in his own land and abroad. He was a strong man and, withal, 
a very gracious gentleman.
Next month hundreds of candidates 
will finish their preparation for exami­
nation and will enter the halls where 
those who would become certified public accountants must demon­
strate their ability and their knowledge. Many of them will 
spend a sleepless night or two before the first session begins. All 
of them will be nervous—we have yet to hear of a candidate for 
examination who did not feel a little quickening of the pulse and a 
little shakiness of the knees before the test. A fair number of 
them will come into the examination room with chips on their 
shoulders. They fear the ordeal and are ready to find it worse 
than they had anticipated. They will regard the examiners as
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torturers and tyrants, and they will be prompt to lay blame for 
even the most trivial detail of arrangement. They know before 
hand that the examination will be unfair. They are convinced 
that the great purpose in life of every examiner is to reject the 
candidate. They are confident that every question will be tricky 
and designed to mislead. They will be on the defensive—and that 
as everyone should know is the weakest sort of warfare. There is 
another sort of candidate who will go into the examination room 
devoutly hoping that he may succeed, conscious of his own lack of 
complete knowledge and determined to do the best he can and to 
find no fault whatever except with his own incompleteness. The 
latter sort of man will produce the papers which the examiners 
will regard as satisfactory. If only it were possible to convince 
the man with a chip on his shoulder that he has nothing to fear 
except himself, the percentage of success in examinations would 
probably be much higher than it is. The examiners are honest 
men, fallible, of course, but truly anxious to present questions and 
problems which will offer a fair test of the candidates’ ability. 
They do not wish to make the trial any more arduous than it need 
be. They are not bent on trickery or guile. They do not wish 
to prevent men who are properly qualified from obtaining the 
recognition to which they are entitled. Probably nobody on this 
earth enjoys examinations, but there is no sense in making them 
worse than they are by a belligerent attitude.
Examinations and 
Legislative Efforts
While on the subject of examinations 
let us turn to portions of a letter which 
was addressed to the editor of The
Journal of Accountancy. Our correspondent commented 
upon editorial notes in a previous issue of this magazine which 
were to the general effect that many efforts to effect changes in 
C. P. A. laws in the various states were due to a desire to over­
throw the proper regulation of the profession. He writes:
“The question which I raise: Is it possible that these attempts 
at regulation of the accounting profession are made by fair minded 
people who feel that present standards and regulations are im­
proper? I have heard the opinion expressed that the time and 
effort involved in preparing for the examinations are not worth 
the slight probability of passing which one has. This slight prob­
ability is due to the fact that the examinations are not representa­




Then follows a criticism of a recent problem and the correspondent 
continues:
“The major point which I raise is that perhaps the conditions as 
presented in this problem might be responsible for attempts to 
change the regulation of the accounting profession. I merely 
raise these questions because sometimes those who are at the top 
do not appreciate the ideas or the feelings of those who are coming 
to the top.”
Our correspondent seems to be very much like the man we have 
been discussing, who comes into the examination room with a chip 
on his shoulder. People who are coming up the ladder always 
envy a little those who have reached the top of it, but we fail to 
see what bearing such an axiom has on the numerous attempts 
which are made to bring about changes in C. P. A. laws. Occa­
sionally a candidate for examination may feel honestly enough 
that he has not been fairly tried, and on rare occasions such a man 
may use his influence to encourage amendment of a law. But 
the argument seems to us badly attenuated. There are many ex­
aminers who are prominent members of the profession of ac­
countancy, but there are a good many others who have not yet 
reached the top and have not attained that lofty attitude at 
which they can afford to disdain those who are seeking admission. 
We must adhere to the belief that many attempts to reopen 
waiver clauses of C. P. A. laws or to set lower standards than those 
existent are due more to political ambitions than to the sentiments 
of disgruntled candidates.
The Compact World 
of Commerce
Accountancy is one of the most alluring 
of the professions because it is not static 
but is ever changing. Never in history 
has this been more evident than it is at present. As we seem to 
tremble on the edge of another great international upheaval the 
accountant finds himself faced with new and exciting problems. 
Today every great enterprise is international, and the accountant 
who has the affairs of his client at heart must learn to think inter­
nationally. A great war may be in progress before these notes 
appear in print. If that war be postponed, another war will 
surely come elsewhere. The world is a war addict. It hates the 
stuff but must have it. Every war upsets commerce, distorts
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exchange and creates conditions which can not be foreseen. The 
old-fashioned accountant who thought of his life work as a check­
ing of books and a receiving of a small fee is gone with the dodo 
and the great auk. The accountant of today, if he be worthy the 
name, knows that there is something beyond the horizon, and that 
he has a vital interest in what is going on in the wake of the sun. 
The accountant must know something of the methods, the man­
ners, the history and, above all, the business not only of America 
or of Canada but of France and Germany, of South America, of 
Italy, of the great world of the Orient, of our sister nation in the 
North Sea. American trade is spreading and we hope will accel­
erate its progress across and around the seven seas. Main 
Street was well enough for those who never wanted to see the 
whirling world. Now ships and harbors and the commerce of all 
lands are our heritage. We have “an argosy bound to Tripolis, 
another to the Indies . . . a third at Mexico, a fourth for England 
and other ventures . . . squandered abroad.” And to keep 
in touch with all these adventures, we must understand the prob­
lems that they will involve. We must know something of foreign 
exchange—as much as any one can know of that most complex 
question. America, and consequently American accountants, can 
not be self sufficient any longer. We must know what men are 
thinking in Singapore as well as in Chicago, in Cairo of Illinois and 
in its sister city of Egypt, in Oshkosh and Omsk, in Butte 
and Budapest. We must know how accounts are kept in roubles 
and rupees, in pounds and piastres, in dollars and drachmas; and 
beside that, we must know how government goes in every near 
or remote range of commerce. Accountants have a great part to 
play in these days when, by land or sea or air or ether waves, com­
merce penetrates to the most obscure point of the deepest 
jungle.
A correspondent who has been following 
the many editorial comments which 
have appeared in this magazine on the subject of competitive 
bidding writes to draw attention to a condition which he thinks 
may not be generally understood. He sends us copies of corre­
spondence between himself and a governmental commission in his 
state. From the commission he received a letter in which it was 
alleged that the fee for audit of one of the departments had been 




would have to be paid by the local board. The letter concludes 
as follows:
“If the local board wishes to pay you out of local funds the cost 
of the audit in excess of $300.00, it will be satisfactory to us pro­
vided it is a reasonable amount. If it is decided to do this it 
will be necessary for you to render two bills, one for $300.00 in 
which the state will participate and one for the fee in excess of 
$300.00.”
The condition indicated by this letter may be common in some 
parts of the country, but we confess that this is the first time that 
it has been brought to our attention. It is difficult to understand 
why an audit fee should have been fixed by some state authority 
at a price which could not cover a thorough investigation. If the 
state felt that the value of an audit of a department or a board 
was only $300.00, it seems reasonable to suppose either that 
the nature and value of an audit did not impress itself upon the 
state authorities or that there was some special cause for placing 
a limitation upon the expenditure of state funds. It is quite 
obvious that unless the local board would supplement the amount 
of fee allotted by the state it would be better to have no audit 
at all.
Our correspondent wrote an interesting 
reply to the letter from the state and 
we take the liberty of quoting the fol­
lowing portions of the reply because they cover so comprehen­
sively the fundamental weakness of the conditions which appear 
to exist in that state:
“The officers of the board approached me with respect to this 
audit. I said that I could not make any estimate of what the 
cost would be and preferred not to express an opinion on the 
matter. I named a per-diem rate which is set forth in the con­
tract and is exactly the same rate which I charge all other clients 
for work of a similar nature. In fact it is the lowest per-diem 
rate I have ever named to any one. I can only assume that when 
the board signified its willingness to pay the per-diem rate named 
it had decided it was a fair and reasonable compensation. There­
fore, in the absence of some other consideration such as unworthi­
ness of the accountant or other things known to the commission 
of which I have no knowledge, I do not believe the commission is 
warranted in attempting to impose its judgment and will upon 
the accountant and his client. My reason for this attitude is 
that I believe the act providing for approval of such contracts
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never contemplated that the commission would attempt to 
exercise such power. Also I am unwilling to believe that the 
commission can intelligently determine what would be a proper 
compensation for an audit before the audit is completed. The 
auditor himself can not do it, regardless of the fact that some 
accountants may attempt to do it. I sometimes wonder if the 
commission does not, unintentionally, lose sight of this primary 
object. When sanctioning, if not encouraging, competitive bid­
ding among accountants, a practice universally condemned by 
all ethical accountants and professional organizations of ac­
countants, and when entering a wedge between the accountant 
and his client in an attempt to cause the accountant to lower his 
fee, when the fee is no higher than is charged to his other clients 
for similar services, I am of the opinion that the commission is 
unwittingly doing more to lower the standard of professional 
accounting service rendered to local units than all other factors 
combined. I confidently believe that most accountants wish 
nothing more than to render an honest and competent service, 
but I submit that it takes an unusual type of man who can smil­
ingly strive to render the best type of service, knowing that he is 
being miserably paid for it. I can assure you, without fear of 
contradiction, that wherever competitive bidding is practised and 
whenever the commission requests that otherwise reasonable fees 
be reduced, under the implied threat that the contract will not 
be approved otherwise, that type of practice is driven more and 
more from the reputable and ethical accountants to a type of 
accountant who is willing to take anything he can get and will 
generally see to it that the type of service rendered is no better 
than the compensation he is to receive.”
Subsequently the accountant withdrew his offer for the audit and 
the incident, so far as he was concerned, was closed. This brings 
us back to the argument, which we have advanced times out of 
number, that the only way to prevent continuance of the custom 
of calling for bids for municipal or county audits is to bring about 
a hard and fast agreement between all the accountants of the 
state to refrain from bidding. In the present case if every ac­
countant had notified the state commission that he would not 
submit any offer whatever to take a lump-sum fee for an audit, the 
state would have been compelled either to dispense with an inde­
pendent audit or to place the engagement on a proper professional 
plane. The more one investigates the causes of the present con­
dition in many states the more one is convinced that its perpetua­
tion is due not primarily to the state officers or commissions but 
rather to the excessive eagerness of some accountants to obtain 
work at whatever cost. It is commonly said that governmental 
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work does not pay the professional accountant an adequate re­
turn, but it seems absurd to complain about conditions when the 
accountants themselves lend countenance to the principle of 
competitive bidding.
ERRATUM
By typographical error in The Journal of Accountancy for 
September, 1935, it was stated that John S. Lloyd was secretary 
of the Montana Association of Certified Public Accountants. 
Mr. Lloyd is secretary of the Indiana Association of Certified 
Public Accountants.
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The Treatment of Unamortized Discount and 
Premium on Retirement in Refunding 
Operations
By Herbert C. Freeman
The opportunity afforded by the present low cost of money to 
effect savings in interest charges by refinancing outstanding 
obligations renders the treatment of the accounting questions in­
volved a question of some importance.
The mathematics of the situation is reasonably simple. The 
issuing company must decide whether the money cost on the 
proposed new security, taking into consideration the coupon rate, 
the maturity and the price, is lower than the coupon rate on the 
old security to an extent sufficient to show a net saving after 
taking into account the premium which must, in most instances, 
be paid on the retirement before maturity of the old security. 
The actual money cost of the old security, as reflected in the dis­
count at which it was sold and the resultant amount of unamor­
tized discount at the date of the proposed refinancing, does not 
enter into this calculation, except perhaps theoretically on both 
sides of the equation. The disposition of the item of unamortized 
discount, however, does enter into the accounting questions 
to be considered.
A hypothetical case may be used to illustrate the problem. 
Let it be assumed that in 1920, when money rates were high, a 
company sold its six per cent thirty year obligations on a seven 
per cent basis. The price would have been 87.5276 per cent and 
the discount on each million dollars face amount would thus have 
been $124,724. The amortization of this discount on a strictly 
theoretical basis would have been at the rate of $634.66 the first 
half year, $656.87 the second half year and so on, increasing by 
3½ per cent compounded each half year until maturity. As a 
practical matter, however, the discount would probably be 
amortized on the straight-line basis, that is to say, one-sixtieth of 
the total amount, or $2,078.73, would be written off each half 
year. This method has the advantage of simplicity and of con­
servatism, so-called, since it reduces the unamortized discount 
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more rapidly in the earlier years. It also results in a uniform 
apparent money cost of 6.4157467 per cent on the face amount of 
the obligation throughout its life. On this basis one-half of the 
discount would have been written off by 1935, leaving a balance 
unamortized of $62,362.
Let us further assume that the provision for redemption pre­
miums imposed in 1920 was somewhat onerous and that it is still 
necessary to pay 110 per cent of the face amount of the obliga­
tion to retire it before maturity. The company finds that with 
money rates as they are in 1935 it can sell its obligations on a four 
per cent basis. It decides to sell bonds with a 4 per cent coupon 
at par. To retire the old security, however, it will have to raise 
$1,100,000 for each million dollars of the original issue, so that the 
effective coupon rate is 4.4 per cent as compared with 6 per cent 
on the old security. This, however, does not represent a complete 
view of the transaction. The issuance of $1,100,000 of securities 
extinguishes a debt of only $1,000,000. It is true that debt does 
not mature for fifteen years, but unless there would be a material 
difference in the cost of money to the company on a fifteen year 
obligation as compared with, say, the thirty year obligation which 
can be sold on a four per cent basis, that is not a factor. It is 
hardly a practical consideration in any event, since no one can 
predict what money rates will be in 1950. The refinancing repre­
sents in effect, therefore, on the basis of true money cost, the sale 
of a thirty year four per cent obligation at 90.9091 per cent. This 
gives a money cost of approximately 4.56 per cent as compared 
with the old coupon cost of 6 per cent.
The fact that the cash resources of the company may permit it 
to pay the redemption premium and to refinance only an equal 
face amount of bonds should not be permitted to obscure the 
comparison of money costs. If cash to the extent of the premium 
is not needed in the business, it could presumably be permanently 
invested. The company’s own 6 per cent bonds should be selling 
at a price not greatly in excess of the call price of 110,—certainly 
not in excess of 112, which would give a yield of less than nine- 
tenths of one per cent to the next interest date, which we will 
assume is the next possible redemption date. At that price the 
yield to maturity would be about 4.86 per cent., which could be 
earned by the investment of the surplus funds if the old security 
were left outstanding. This is even greater than the money cost 
of the new security as computed above. If the refinancing is 
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carried out, then the application of surplus cash to the payment of 
the premium may be regarded as an investment of the funds at 
the money cost of the new security—in this assumed case 4.56 per 
cent. It will be observed that in the above computation of 
comparative cost the unamortized discount has not been taken 
into account. The explanation is that the original money cost 
basis is no longer a factor. The realistic view for comparison of 
money cost is to regard the old bonds as a debt at their face 
amount. The unamortized discount thus assumes the position 
of a past expense subject either to amortization or writing off 
against surplus. However it is treated, it appears on both sides 
of the equation as applicable either to the old bonds or the new. 
It might affect a purely statistical statement of money cost but 
should be disregarded in determining the advantages of refinanc­
ing, assuming the term of the new security is at least as long as 
the unexpired term of the old.
Nevertheless, the item of unamortized discount should not be 
dismissed as having no relation to the problem. There may be a 
tendency to keep the face amount of the obligation too definitely 
in mind and to overlook the underlying condition in refinancing, 
which involves merely a change in the form of capital obligation 
without change in the actual capital of the enterprise. In the 
case assumed the capital actually raised by the issuance of the 
original obligation was $875,276. This has been supplemented by 
charges against income to the extent of $62,362, making a total of 
$937,638, representing a discount still remaining of $62,362 from 
the face amount of the obligation due fifteen years hence. This 
aggregate of $937,638 is not changed by the refinancing as against 
the $1,100,000 face amount of obligations due thirty years hence 
which it is contemplated will be issued to replace the old securities. 
To the extent that other funds of the corporation are employed to 
render it unnecessary to issue obligations to the full amount of 
$1,100,000, they should not be permitted to obscure the facts. 
This approach, even though slightly different from the so-called 
“realistic” view suggested above (which serves a somewhat dif­
ferent purpose) is helpful in the discussion which follows.
(It might be stated for the statistical record that the money 
cost of the outstanding security for the remaining fifteen years on 
the basis of the present unamortized discount is 6.66 per cent.; 
that of the proposed new security, taking this same factor into ac­
count, is 4.95 per cent. This comparison shows a saving in money 
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cost of 1.71 per cent as compared with the saving of 1.44 per cent 
shown by the “realistic” method stated above, due to the spread­
ing of the unamortized discount over a longer period. If the old 
security is made to bear the entire discount and premium on 
redemption, the money cost for the fifteen years it has been out­
standing is 8.42 per cent as against 4 per cent on this basis for the 
new security,—truly a violent change in the credit standing of the 
corporation.)
All this is to some extent preliminary to a consideration of the 
accounting questions arising in a refinancing operation. It may, 
however, help a little to clarify thought on these questions.
The discount, if any, and the selling expense in connection with 
the new issue present no difficulty. They should of course be car­
ried as debt discount and expense and amortized over the life of 
the new issue. The real problem resolves itself into a decision as 
to the correct treatment of the unamortized discount and pre­
mium on retirement of the old issue. That this question can not 
be settled out of hand is apparent from the fact that the public 
utility commissions of the various states, the authorities most fre­
quently called upon to deal with this question, do not appear to 
be in agreement on it.
The public service commission of Wisconsin, which has in 
some respects led the way in matters of accounting, in 1934 pre­
pared a tentative draft of a uniform system of accounts for elec­
tric companies, containing the following provision with regard to 
this matter.
“When one issue or series of bonds is converted into or its re­
demption is financed by another issue or series before the date of 
maturity of the first issue, any unamortized discount or premium 
on the first issue and any premium paid or discount earned on the 
bonds retired and converted or refinanced shall be transferred to 
the second issue and amortized over the life of the latter, provided, 
however, that the amount of discount, premium and expense, on 
the issue redeemed, carried to discount and expense or premium 
on the new issue does not establish an effective interest rate on that 
issue in excess of the effective rate on the obligations retired. In 
the event such increase in effective interest were to result, there 
shall be transferred to discount or premium on the new issue only 
that amount of the discount, premium and expense on the re­
deemed obligations that will establish the same effective rate of 
interest; and the excess of discount, premium and expense on the 
debt retired shall be charged to account 515, loss on redemption of 
long-term debt.”
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The Michigan public utilities commission in a recent case has 
ordered that the unamortized discount and the premium on re­
tirement of an issue which was being refinanced should be amor­
tized over the life of the new issue.
On the other hand it has just been reported that the public 
service commission of the state of New York, in ruling on an ap­
plication of the Long Island Lighting Company, has directed 
“that the balance of unamortized debt discount and expense ap­
plicable to the bonds to be refunded, upon their refunding, shall be 
charged to surplus account, and that the premium to be paid upon 
the redemption on January 1, 1936, of the underlying issues of 
Public Service Corporation of Long Island and the Long Island 
Gas Corporation, upon their redemption, be likewise charged to 
surplus account.”
The public utilities commission of Ohio has taken similar 
action recently in passing on an application of the Cleveland 
Electric Illuminating Company.
While the three last mentioned commissions have no specific 
provision covering the matter in their classification of accounts, it 
may be assumed that these orders reflect their general attitude on 
the subject. Thus we have four outstanding commissions equally 
divided on the question.
It might be assumed that the Michigan commission would 
permit a company to follow the policy of what may be regarded 
as greater conservatism and to write off these items out of surplus. 
There appears to be no such latitude in the proposed regulations 
of the Wisconsin commission. It may be surmised that the atti­
tude of the latter commission is that while such a treatment of the 
matter may be more conservative from the point of view of bal­
ance-sheet and surplus, it is not necessarily conservative in its 
effect upon the statement of future earnings. If it does in fact 
tend to obscure the true nature of the charges against income, the 
more conservative treatment, so-called, may be incorrect.
Among public accountants, there seems to be the same division 
of opinion as among the public service commissions. They seem 
to be torn between the desire to show the true historical cost of 
money in the income account on the one hand, and reluctance to 
carry forward unamortized discount and premium on bonds 
refunded as a deferred charge on the other hand, lest by following 
this latter course surplus account may be overstated.
There is obviously room for definite differences of opinion on 
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this subject. From the point of view of finance in its broader 
sense it can be argued that the cost of money today is controlling 
and that this cost is distorted if there is superimposed upon it 
costs relating to closed transactions of an earlier period. This 
argument is not very persuasive because the money cost of the 
new security itself becomes merely historical in a very short time. 
From the standpoint of continuity of accounting and of the histor­
ical financial development of a corporate entity, however, the pre­
cisely opposite view is not merely tenable but possibly controlling. 
The only true income account of an enterprise is one embracing 
its history from inception to liquidation; any unnecessary inter­
ruption in the development of this historical record is objection­
able from the point of view of this school of thought. The 
validity of this method of approach is supported by the process of 
reasoning followed in determining the advantage or lack of ad­
vantage in refinancing, to which some consideration has been 
given.
It has been shown that the determination of the money cost of 
the new issue for purposes of comparison with the coupon rate of 
the old issue should correctly be made upon the premise that a 
face amount of the new issue equivalent to the redemption price 
of the old issue is being sold at a price equal to the face amount of 
the old issue. From this point of view the premium on the old 
issue is in effect a discount on the new issue; regardless of whether 
or not the premium is financed out of treasury funds or by the 
sale of new securities. Following this argument, the amortization 
of the premium over the life of the new issue is entirely logical and 
affords an accurate measure of money cost. A similar treatment 
of the unamortized discount on the old issue appears to be sup­
ported by analogy, although the argument as to this is rather 
more theoretical and rests much more soundly on the principle of 
the continuous corporate financial history. It can also be argued 
with much force that the redemption premium is a necessary cost 
to the corporation of the new financing, not merely in the sense 
that the new financing can not be done without incurring it, but in 
the sense that it is entirely avoidable by waiting till maturity, and 
that it must be definitely counted as a cost in deciding whether the 
financing shall be done or not. This reasoning, also, is not so clear 
as applied to the unamortized discount, since that cost has already 
been incurred and was an unavoidable cost of the old financing. 
It cannot be recovered but will be absorbed by surplus either in 
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one amount or by periodic charges to income. Its statistical rela­
tionship to the cost of the “new money” is somewhat forced and 
it has no bearing upon the advantage or otherwise of undertaking 
to refinance, unless perhaps its incidence upon surplus might be a 
matter of concern to any individual company. It has been 
shown, however, that it is misleading to consider the matter from 
the point of view of the “new money”—that there is in fact no 
new money involved, but merely a retention of the capital origi­
nally raised. In the light of this thought, the unamortized dis­
count on the old issue may reasonably be regarded as applicable to 
the new.
There remains, then, the question as to the propriety of carry­
ing in the balance-sheet, and thus reflecting in surplus, an item of 
a purely intangible nature relating to the extinguishment of a past 
liability. A surplus determined on the basis of a balance-sheet 
which includes unamortized discount on an outstanding bond 
issue is readily defensible. It follows established practice and, 
further, can be said to reflect the theory of stating an obligation to 
pay certain indebtedness at a future date on the basis of its present 
value discounted at the original money cost. The same argument 
can not be made with respect either to unamortized discount or 
premium on redemption relating to an issue that has been retired. 
The accounting principle has not been so well established and 
there are, as pointed out above, authorities in conflict on the sub­
ject. At the same time, the regulation proposed by the Wiscon­
sin commission would go a long way to substantiate the practice, 
particularly if it should be adopted by other commissions.
The existence of surplus is very largely a matter of law. While 
it can not always be said that what is legal is good accounting, it is 
safe to argue that what is good accounting is good law in the ab­
sence of any statute or decision to the contrary. It is believed it 
can be shown that the Wisconsin commission regulation is good 
accounting, even if it should, as seems desirable, be made permis­
sive rather than mandatory.
A commission regulation or a rule adopted by accountants gen­
erally which definitely required that unamortized discount and 
premium on redemption of bonds refunded should be charged to 
surplus would in some cases act as a deterrent to economical 
refinancing. It might bear with particular hardship upon a case 
in which the refunding was not entirely voluntary or carried out 
solely from the point of view of reducing fixed charges. Refund­
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ing operations are frequently necessary to remove unreasonable 
or unwise restrictive provisions imposed upon the company at 
the time of the original financing and standing in the way of 
legitimate expansion. An undue shrinkage in surplus caused by 
a rule of this kind might affect the standing of the junior securities 
to an unwarranted extent. Careful consideration should be 
given to these points before any inflexible rule is adopted.
Some reference should be made to the tax questions which 
arise in refinancing. As so frequently happens, these stand on 
an entirely independent basis. The whole theory of the income- 
tax law and its administration in this country has been, with 
certain statutory exceptions, based upon the concept of closed 
transactions. The retirement of an obligation constitutes a closed 
transaction and the internal revenue department has in the past 
adopted that view, which has been sustained by the courts. 
Profits realized by a corporation upon the repurchase of its own 
securities at a discount have been regarded as taxable in the year 
in which the repurchase occurred, irrespective of the date of 
cancellation of the security. More recently, however, the de­
partment has undertaken to make an exception to this rule in 
the case of refunding operations and has held that the unamor­
tized discount on and the premium on retirement of the old 
securities are not proper deductions in the year in which the re­
funding occurred but should be amortized over the life of the new 
securities. The precedents seem to be against the department 
and the decisions have all gone against the government in the 
circuit courts, but the question has not as yet been passed on by 
the United States supreme court.
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Accounting for Capital Assets
By H. G. Kimball
Accounting procedures and the related methods of verifying 
financial statements are constantly being judged in the light of 
events that affect business, especially those that affect it adversely. 
Accounting for capital assets and verification of the accounting 
so far, in spite of their enormous importance to an industrial 
society such as ours, have seemed to escape their share of criticism. 
However, it is too much to hope that they will escape it altogether 
or, if substantial business recovery does not soon develop, for 
long.
Criticism of accounting for capital assets and a wide-spread 
drive for more adequate information concerning them than is 
presently available will almost surely be a result of extensive fail­
ures in heavy industries financed principally by long-term loans 
secured by liens on plant and equipment as, for example, the im­
pending bankruptcy and reorganization of the railroads. It has 
been alleged with respect to the railroads that a substantial por­
tion of their funded debt has been incurred on account of capital 
assets with a considerably shorter life than the life of the debt, 
and that the debt is or will be outstanding after the assets have 
been worn out and discarded. Debt is then pyramided through 
borrowing to replace discarded equipment, and financial problems 
are increased and complicated by the effort to service a loan no 
longer supported by income producing assets. Moreover, it is 
said that separate funded obligations have been inadvertently 
secured by overlapping liens so that the debts are not secured to 
the extent or in the manner that they are represented to be. If 
these allegations are supported by future findings, and if the im­
plications as to the possible conditions in other heavy industries 
are insistently exposed—and it appears that they will be—ques­
tions that may easily be embarrassing will be addressed to 
accountants, especially to public accountants, and they should 
think how to answer them.
Answers to questions concerning such matters will always turn 
on basic conceptions of accounting and accounts. Accounting 
is simply a technique for describing business transactions. Ac­
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counts are the descriptions prepared by means of the technique. 
Unhappily the descriptions are not clean cut because they present 
a bewildering mixture of fact and opinion in which opinion prob­
ably predominates; and they are not complete because they can 
not include descriptions of general economic conditions and tend­
encies necessary if the matters they do reflect are to be fully 
understood. However, barring differences of opinion as to the 
facts in a case, they are meant to be a complete record of the 
transactions of an enterprise and of the management’s judgment 
of their effect. Judgments as to the effect of transactions acquire, 
so far as the transactions are common to all business or to all of 
a branch of business, the status of accepted principles of account­
ing when there is any general concurrence in them. By these 
steps we come to conceive of accounts as technical descriptions of 
the transactions of an enterprise, based on and coupled with ex­
pressions of opinion as to their immediate and direct effect on the 
enterprise, and of good accounts as complete records of relevant 
facts and accepted opinions.
Before proceeding to a discussion of the particular subject of 
this paper, I think we ought to consider the significance of the 
concept “an accepted principle of accounting.” It seems to me 
that if the concept is significant of anything more than merely a 
limit which an individual accountant sets on the responsibility 
which he is willing to take in regard to a set of accounts, it is sig­
nificant because it means that, in the judgment of accountants 
generally, a principle which has been accepted has proved to be 
correct, to lead ordinarily to successful business practice. For 
example, the practice of paying dividends out of profits computed 
by including stock dividends at the quoted value of the stock 
received has proved disastrous, and the method of computing in­
come which underlies it is not an accepted principle of accounting. 
On the other hand, the practice of paying dividends out of profits 
computed by including profits on account of such dividends only 
to the extent of the excess of the amount received over the cost of 
shares sold (determined by dividing the amount of the invest­
ment in the stock by the total number of shares owned after the 
receipt of the dividends) has proved to be reasonably safe, and the 
method of computing income which underlies it has been accepted. 
This significance must be kept in mind in judging any principle 
of accounting, especially in unique or original cases in which 
there are no accepted principles to guide the accountant. In 
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such cases the accountant must be ready to judge for himself 
whether the accounting is acceptable or not and to assume his 
share of the responsibility for whatever results follow from acting 
on the principle adopted. With this consideration in mind, let us 
return to accounting for capital assets.
Accounting for capital assets is expected to be based on the 
essentially simple principle that all increases and decreases in 
plant and equipment will be reflected in the accounts on an accept­
able basis, and that an inventory of the items of plant and equip­
ment stated at the amounts at which they are carried in the 
accounts will agree with the balances thereof.
The public accountant, reporting upon an examination of 
financial statements, generally includes in his report a statement 
of his opinion as to whether or not the accounts are stated, as 
they are expected to be stated, on the basis of accepted principles 
of accounting. He bases his opinion in part upon an examination 
of his client’s accounting methods, including, presumably, the 
methods of accounting for capital assets. If he finds that those 
methods do not provide a satisfactory means of regularly com­
paring the balance of the capital-asset accounts with an inventory 
of the items comprising the plant and equipment—the only 
possible way of clearly and indisputably establishing the accuracy 
of the accounts—it seems that he must necessarily regard the 
methods as unsatisfactory and qualify his opinion with respect 
to them.
It is my experience that only negligible numbers of businesses 
have accounting systems which provide a means of satisfactorily 
verifying their capital asset accounts, and that the accounts of 
most are deficient in this respect. On the basis of such experience, 
I would expect to see numerous qualifications in accountants’ 
reports pointing to such deficiencies; but I seldom do. The reason 
appears to be the accountant’s disposition to regard the matter 
lightly and to depend upon the method of accounting for deprecia­
tion eventually to clean up any amount carried in capital-asset 
accounts of which no other disposition had been made. How­
ever, the matter is not unimportant, as the example of the rail­
roads will illustrate, and the accountant is not justified in so 
regarding it.
Eventually, in order to correct this almost universal deficiency 
in accounts, it will be necessary for business to adopt satisfactory 
methods of accounting for capital assets. Business should be 
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able to obtain for itself, and to furnish to others with a right to it, 
such information as the following:
1. What assets have been acquired? How?
2. What assets have been disposed of? How?
3. What assets are left? Where are they?
4. Are the assets left serviceable? Have they been producing?
5. How are they held? Are they subject to any lien?
6. What basis has been used in determining the amount at 
which they are stated? Is it an acceptable basis and has 
it been consistently maintained?
Determining and reporting the acquisition and disposition of 
assets, their location, utilization and physical condition will fall 
to the lot of the engineer. Matters involving questions of title 
will need to be determined by the attorney. Designing, installing 
and, in cooperation with the others, operating a system of record­
ing the information will be the accountant’s job.
Immediately, where it is necessary, public accountants should 
include a more forthright discussion of the matter in their reports, 
renouncing their question-begging dependence on the practice of 
accounting for depreciation. Such discussion would attract 
attention to the defective accounting and lead to its correction.
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“An Inevitably Mediocre Bureaucracy”
By A. C. Littleton
I have been of the opinion that sound legal principles have been 
developed out of long debate, and that the accepted principles of 
economic theory have been tried in the fire of controversy. On 
that basis, and since the impression persists that accounting 
writers have been exceptionally considerate of each other’s opin­
ions, I have thought that accounting literature would benefit from 
more arguments.
Well, the man who puts his neck out ought not to be surprised 
if . . .
Because of the novelty of the ideas sketched in the article in the 
April number of The Journal of Accountancy on “Auditor 
Independence,” the proposals not only are open to criticism but 
they deserve plenty of it. I hope Dr. Hunt’s contribution is 
merely the beginning, for after all the question is as broad as the 
welfare of the profession; and after the criticisms constructive 
suggestions will no doubt follow.
Dr. Hunt makes two principal points: first, that my views of 
English practice are mistaken, and, second, that my proposals, if 
adopted, would “bind accountancy in fetters of an inevitably 
mediocre bureaucracy.”
In regard to the first, which is the point given most emphasis 
by the critic, the answer is direct and simple. As an inland 
provincial I would not be so bold as to claim direct personal 
knowledge of British audit practice, nor would I maintain that I 
had made any consistent study of recent developments in com­
pany law. In these matters I have drawn upon secondary 
sources, especially Miller and Campbell, Financial Democracy. 
If their impression was in error that British investors were not 
entirely convinced of the auditor’s complete independence, and if 
they were mistaken in their belief that British court decisions had 
circumscribed the theory of the auditor’s duty, I am sure they, 
like all reputable authors, would appreciate being set aright. 
But I wonder if Dr. Hunt’s discussion would convince them. In 
fact, by a close reading, his quotations and arguments could 
probably be turned back against him and in support of the joint 
authors’ contentions.
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With that matter, however, I am little concerned, being, as it 
were, just an innocent bystander within the line of fire. But the 
second criticism, the one so dramatically phrased, brings me up 
a-standing, one might say, for I want no part in binding fetters 
upon anyone—or anything. That is why I would never run for 
county sheriff. And “inevitably” is such a certainty in this 
uncertain world of change that it would quite undermine my 
whole philosophy if I accepted it. As for “mediocre bureau­
cracy”—well, that is what I want to discuss.
It looks as if the word “licence” were more of a hobgoblin than 
I had realized. Maybe it was an unfortunate choice; but nothing 
more was intended than to suggest a formal listing of professional 
accountants who had satisfied the proposed board of review or 
accountancy court of their qualification to certify under the 
securities and exchange acts, very much as attorneys are admitted 
to practice before the courts, with the possibility of subsequent 
disbarment for cause.
The word “licence” somehow tends to merge into “regimenta­
tion,” and that, I judge by the newspapers, is practically a fight­
ing word in some places. Thus the hobgoblin word becomes 
a bugaboo word. But really the cry of “regimentation” is 
already quite passé. We are rapidly losing our jumpiness 
when it bobs up. I think the reason is the simple one that 
the conviction is growing in most of us—especially since the 
United States supreme court’s decision in the Schechter case— 
that the American people possess a profound unwillingness to 
be regimented.
If I lacked faith in this characteristic of Americans, or if I were 
closer to Washington, perhaps I would not be so complacent in the 
face of such words as licence, regimentation, bureaucracy. But, 
as it is, I can not raise much temperature about them.
Now as to whether or not the proposed accounting board of 
review must be a “mediocre bureaucracy.”
Dr. Hunt doubts that such a board or court could draw to its 
service a personnel of the highest professional calibre. If it is a 
fair question, I would like to ask, Why not? Would it be because 
the profession contains no one willing to devote a span of years to 
public service? Because there is none who could financially 
afford to retire from practice? Because among accountants there 
are too few men who are capable of facing questions of considera­
ble import with good sense and sound judgment? Because pro­
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fessional accountants lack the judicial temperament necessary to 
impartial, unbiased decisions?
My critic offers no such explanations of his position as these 
questions imply. But if he wishes to maintain his point about 
“mediocrity” he will need to face such questions. If he wishes 
to avoid creating the impression that he holds an extremely low 
opinion regarding the quality of the profession’s top-man per­
sonnel, he will need a clearer statement of his position.
The good doctor is distressed by the spectre of political inter­
ference. He writes: “Is it presumptuous to inquire what there is 
in the past experience of our country, or in the visible future, 
which would guarantee that appointments to (or under) such a 
commission would be free from political interference . . .?”
What is there in the proposal as outlined to suggest that the 
accountancy court would be a short-lived “commission” staffed 
by expedient, political appointments? Was it the method of 
nominating possible appointees? Was it the suggested source of 
the personnel? Or was it the attempt to place the members of 
this court beyond economic pressure and threat of removal that 
was objectionable?
The proposed source of the court’s personnel was a list of men— 
“the best that the accountancy profession could produce of broad 
education, varied experience and judicial temperament”—nomi­
nated by the accountants’ national organizations. No better 
source is suggested by the critic. If a better plan is offered than 
appointment by the president of the United States, it would be 
easy to consider it on its merits. If long appointments, generous 
salaries and substantial retirement pensions will not help to make 
the members of the court truly independent, some other devices 
for accomplishing that objective might be proposed. But I 
confess that is the best I can think up.
Perhaps the flaw of the plan lies in the conditions proposed for 
granting individual accountants the privilege of practising under 
the accountancy court. But why would it be objectionable to 
require that statements for investors’ guidance shall be prepared 
and certified by men who are qualified for this type of work “as 
indicated by their education, experience, state certificate and 
professional connections”? None of these elements would be 
hard to determine and not one of them, surely, is an unreasonable 
qualification. If membership in a professional body is a burden­
some condition precedent, no great harm would be done by drop­
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ping it. But what good its omission would accomplish needs an 
explanation from whosoever would advocate dropping that pro­
vision. The same could be said about an oath to “disclose the 
full facts clearly and express his professional opinion fearlessly in 
behalf of all parties at interest.”
Perhaps those who could not qualify under these three simple 
tests can be prevailed upon to enter the discussion.
The possibility of an involuntary termination of the privilege 
of certifying to this class of statement seems to bother the critic. 
“Tenure” is the word, I think, in England. Should an account­
ant go unpunished if found guilty by a court of his peers of a 
definite neglect of professional duty? Should the punishment be 
the same for minor neglect as for major neglect? It was proposed 
that temporary suspension of the privilege of doing this type of 
work should follow conviction in the former case, and permanent 
loss of licence to certify under the acts in the latter. If it seemed 
better to use suspension for all cases of neglect, that is a variation 
which ought not to be hard to compromise. Could not the ac­
countancy court perform a distinct service if it were also given 
authority to decide whether the evidence raised the presumption 
of connivance by the auditor in the issue of a false financial state­
ment or in the concealment of fraud in the accounts? Neglect of 
full professional duties would be settled here, but if fraud seemed 
in question, the issue should be referred to the regular law courts 
for trial.
If an additional measure of professional independence were to 
be secured, he would be a hardy man indeed who would object to 
accepting definite liabilities as a quid pro quo, especially if they 
were as mild and reasonable as the ones suggested. Is my in­
dependence the freedom to do strictly as I please? Is professional 
independence merely a proudly-held privilege of resigning from 
the last engagement on the docket?
If the criticisms of Dr. Hunt were really directed, as they may 
seem to be, at the personnel and objectives of the proposed board 
of review or accountancy court, one could easily become con­
cerned. If a court formed as outlined does in fact promise to 
become “an inevitably mediocre bureaucracy,” then I can only 
say that that dictum comes perilously close to containing an im­
plied slander upon the men, who, being morally, intellectually 
and professionally at the top of accountancy, would be the ones 
eligible for appointment under this plan.
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But after all, that is just a dramatic phrase. The critic, I am 
convinced, does not believe that there are no men in the profession 
qualified for high responsibilities or that these men could not be 
persuaded to serve their profession and the nation in such a way— 
with or without “a not inconsiderable lure of fat pensions.” I 
am persuaded that the thing which really agitates the critic, 
though he does not succeed in making it very clear, is the con­
nection which the plan seems to provide for tying the accountancy 
court and practising accountants to the securities and exchange 
commission. That is the only explanation I can see of the fear 
expressed of a possible regimentation of accountants by a bureau­
cracy of civil servants.
It is true that the original proposal spoke of auditors being 
licensed under the securities and exchange commission. But 
if it should be better, in the opinion of leaders of the profession, 
that the accountancy court be set up first and qualified auditors 
licensed by it to certify to the statements required by the securi­
ties and exchange acts, that would be an acceptable modification 
of the plan.
In another place in the original proposal it was suggested that 
the auditor’s duties be outlined in general terms by regulations of 
the securities and exchange commission. Perhaps it would be 
better if the statute itself stated the auditor’s duty in broad terms, 
such as:
1. To examine corporate records and accounts in order to judge 
whether or not they consistently reflect the principles of good 
accounting.
2. To scrutinize security contracts, examine proposals to change 
the financial structure and study all financial valuations or opera­
tions in order to judge whether the principles of sound finance 
were being followed or not.
3. To follow up the accounting of new financing in order to see 
if the use made of the funds was as stated in the prospectus.
4. To present and certify a full, clear statement of the present 
financial condition, including a careful indication of the types of 
security contracts outstanding.
5. To present a full, clear statement of income for the current 
fiscal period as well as an analysis of past surplus and a certifica­
tion of the earned income of the past three years.
With such a statute as the basic law, the accountancy court 
would gradually establish precedents regarding auditors’ duties 
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through its rulings on the cases brought before it. This approach 
would dispense with the necessity for any regulations by the 
securities and exchange commission regarding the technical duties 
of auditors. No one, surely, need fear the trend of the rulings of 
his peers in professional matters. Such a court would be better 
prepared to comprehend the issues than one in which the per­
sonnel was untrained in accounting. And it would probably be 
easier to find accountants also educated in law (for nomination to 
the court) than it is to find attorneys also educated in accounting 
for places as judges in the regular law courts.
The original proposal also spoke of the accountancy court as 
“an adjunct to the securities and exchange commission.” There 
would, of course, be no objection to making it a companion body 
rather than an adjunct—it would then be available to the com­
mission as well as to others as a court on accounting matters. 
There is no lack of precedent for such an arrangement. It is a 
modernization of Lord Mansfield’s practice. When that jurist 
was doing his great work of building the English mercantile 
common law he made very effective use of men well versed by 
long experience in the customs and accepted standards of trade. 
The present securities and exchange commission has already 
shown that it is disposed to consult with those in a position to 
have special knowledge; and there seems no reason to believe that 
such a disposition might not be extended in an organized way 
through the submission of questions at issue to an established 
accountancy court or board of review.
If the hypothesis is true that Dr. Hunt’s criticism relates 
fundamentally to the way the original proposal seemed to tie 
accountants tightly to the securities and exchange commission, 
perhaps the modifications suggested above may meet that objec­
tion. If the proposal as modified is an improvement over the 
original, it has been made so by the criticism offered. If it is still 
faulty, more discussion will be in order.
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Auditing Municipal Accounts*
By Edward T. Perine
An associate of mine in the long ago, one of New York City’s 
financial editors, once wrote a memorable definition of bookkeep­
ing. It came after a wild Wall street day, with values smashed, 
several firms ruined, current financial news and theories all in a 
daze.
Said he, in an Evening Post leading editorial: “Bookkeeping is 
not a science; it is clear accurate presentation of business fact.”
If I seek here to drive home no other argument about auditing 
municipal accounts, let this much be set down as undeniable: 
an audit only has to be a clear, common-sense proof of fiscal facts. 
And I mean that auditing, both public and commercial, is too 
often a stupid routine checking of items and a laborious footing 
of columns. Not often enough is it, from the first ten minutes 
of looking into a comptroller’s ledger on through to the writing 
of the last ten words of an audit certificate, a skillful, penetrating 
hunt for possible crime. On this theme, that of the need of keen 
investigative service by examining officers and accountants, I 
wish to dwell, rather than to go into much of discussion of the 
technique of systems, forms, current budgets, the equally im­
portant subject of capital budgets or any other matters of mere 
fiscal theory.
Now it is a fact that state controls and municipal bookkeeping 
methods, both in New York and elsewhere, have in recent years 
advanced with much of standardization; but a further fact is 
that if any one nation-wide crop ought to be plowed under, it is 
the annual crop of defaulters.
Witness the record of a county of this state where within very 
recent years a treasurer was found to be $87,000 short, his pecula­
tions being spread over a period of two and a half years, and of 
the chief city of that county where, around the same date, an 
aggregate of $262,000 of another treasurer’s misappropriations 
was unearthed by state examiners. Witness the record of New 
Jersey where, over fifteen years past, in spite of compulsory 
annual auditing by licensed public accountants, the municipal 
stealings have aggregated some $750,000, with the yearly average
*An address at the 1935 conference of Mayors, Syracuse, New York. 
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on the increase. Witness a report from Ohio that, during 1933 
and 1934, the irregularities discovered in subdivisions of the state 
by the state bureau of inspection and supervision of public offices 
aggregated over $1,700,000, with more than half of this sum 
originating in counties, and with total recoveries and adjustments 
(before the filing of reports by state examiners) bringing back 
less than $400,000.
What do these figures mean? Ought these things to be? If 
municipal dollars are being stolen by millions in states where 
powerful controls exist, and with ever increasing unwillingness 
if not sheer inability of bonding companies to make the losses 
good, what of the many commonwealths where no supervision is 
exercised at all?
Consider this story of neglect and delay in high places. As 
lately as February of last year in the city of New York certain 
facts were developed like these: The accounts of the department 
of water supply, gas and electricity as to the revenues of the four 
boroughs had not been audited since 1928, and the records of the 
police department pension fund had not been audited since 1929; 
the revenues of the department of education had been without 
audit since 1926; the health department, antitoxin and serum 
account, had been last audited in 1921; while an audit of City 
College, started in 1933, was admitted to be a first undertaking 
of its kind. The understanding is that orders have since been 
given to catch up these arrears, but it is a perfectly fair claim that 
this picture of the city of New York’s lack of auditing arrange­
ments is reflected in a very large number of other communities. 
Especially is this so in that predominating number of states in 
which no municipal supervision is provided; yet even in the others 
there are long delays, generally because of insufficient appropria­
tions for a reasonable number of competent examiners. But 
shame upon those American counties, towns and villages which, 
no differently from New York City College down to two years 
ago, have always kept their books according to their own lights, 
without either the benefit of state supervision or a willingness 
to employ professional accountants, or both. In particular, 
shame upon Cook County, Illinois, after last month’s shocking 
revelation; its treasurer short $400,000; news headlines screaming 
“No Audit Since 1871—the Year of the Great Fire in Chicago.”
I must say, in passing, that these conditions of insecurity and 
indifference are inexcusably a part of our American political order 
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of things. Financial, industrial and commercial businesses have 
these many years believed that they can not operate except on 
a certified basis. The same is true abroad, having been earlier 
learned; while the required standards of municipal auditing in at 
least one other country, namely, England, are fully up to those 
of general business.
As I write these words I take down for proof two volumes from 
the library shelves. One is an annual report for 1933 of the city 
of Manchester, England. It is a book of 827 pages of text and 
figures, accompanied by 45 pages of a seven-column subject index. 
Manchester is a city of 766,000 people; its balance-sheet foots 
for 81 millions of pounds sterling; independent auditors report 
the results of their work in considerable detail and with a most 
comprehensive program; yearly they are paid a fee of 1,250 pounds 
sterling.
A second report is that of the city and county of Canterbury 
for 1934. The population is 25,000; in a 204 page document it is 
stated that a mayor’s auditor is employed in addition to two city 
auditors; revenues and expenditures are thoroughly listed and 
summarized; the balance-sheet foots for 255,000 pounds sterling; 
the audit fee is 42 pounds sterling—in our money $210 a year.
I speak of these two fiscal documents, claiming that few Ameri­
can cities, large or small, present as much detail. Also I know of 
no large American municipality which publishes so complete a 
report as that of Manchester or pays as much of an annual audit 
fee as $6,250. As to the Canterbury report, it is fairly compar­
able, both in scope and as to the fee paid, to a few, a very few, of 
our American annual reports. But the point is that of the whole 
number of our municipalities, probably not one out of four is 
regularly audited; while the publication of an audit certificate 
occurs perhaps not more than once in any twenty different 
reports.
Now as to the matter of scope and method in audit work, let me 
make one or two general observations. An audit should be pene­
trating, should dig deeply, but not be of itself, at least in the first 
instance, a graft hunt. The original line has to be drawn just 
short of a search for favoritism or underground and underworld 
connivings; for collusion, when it exists, is usually too subtle a 
thing for detection by ordinary accounting methods. Unhappily 
a treasurer and one comptroller’s office boy in cahoots may be able 
to wreck any ship of state.
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There is, however, one side of all accounts to which first the 
mind and then the fingers of the wrong-doer are inevitably ad­
dressed, namely, the receipts. Comparatively little money is 
directly stolen on the disbursement side. A reason is that the 
controls are better; vouchers and payrolls do at times contain fic­
tions and maintenance charges do get padded, but disbursement 
records have budget control and official approvals, and bank 
cheques are grim witnesses, even if silent ones. This leaves the 
whole range of receipts or of mis-stated assets as a preferred field 
for criminal exercises.
I have listed from exactly a half dozen reports which tell of 
representative irregularities, as filed in the Albany bureau of 
municipal accounts, twenty different methods used by dishonest 
officers and clerks. This is the list of the particulars:
(1) They altered items of cheques, as reported in monthly bank 
statements, and forged changes in the balances shown at the 
beginning and end of months.
(2) They diverted for a time sums of state and county inward 
remittances, as well as incoming sums of capital and trust funds.
(3) They withheld credits for advance tax collections, year by 
year, substituting current tax receipts at later dates.
(4) This required the misappropriation of current taxes (and 
incidental special assessments) corresponding in the aggregate, 
taken from each succeeding fiscal year.
(5) Water rates were also taken, so completing a vicious circle 
of shortage by the end of each of several fiscal years.
(6) Trust securities were pledged in personal loans.
(7) Trust securities were sold outright in the open market.
(8) Funded debt was overissued with forged evidences of 
authorization.
(9) Petty cash was taken, without voucher or immediate entry, 
while complacent, wondering clerks looked on.
(10) Proceeds of tax sales were stolen, the cheques being sub­
stituted for other currency receipts en route to banks.
(11) A fictitious loan was secured at a bank in which a county 
had no other account; cheques for instalments received on the 
loan went into an individual pocket long enough to be substituted 
for legitimate currency receipts thus diverted to the same pocket.
(12) Licence moneys were taken.
(13) Court fines were taken.
(14) Street permit collections, the same.
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(15) Sinking-fund mortgage interest, the same.
(16) Rents from municipally owned houses, the same.
(17) Interest on certificates of deposit, the same.
(18) Filing fees were diverted.
(19) The proceeds of merchandise sales were stolen.
(20) Probably the coolest act anywhere, by any of the six em­
bezzlers, was the appropriation of a dividend on a compensation 
insurance policy.
What should the remedy be? What price safety? I offer a 
ten-point program, a sort of municipal auditing decalogue. I do 
not claim for it that it will stop all crime, but I confidently assert 
that its provisions, joined to a forceful plan of applying ordinary 
checks and balances, will stop much of crookedness. If I do not 
especially provide for one important feature, that of running 
down all cases of minor infractions of charter provisions and 
statutes, it is because this must be the work of public examiners, 
not of professional accountants. And in a final recommendation 
I shall argue for more organization in state bureaus and for larger 
personnel.
Now in general terms of showing a great need, here are the ten 
commandments:
(1) Beware the office in which the books are not regularly 
written up and balanced, including precise controls of open taxes 
and assessments. Let a good old bank principle be everlastingly 
enforced: balance the day’s business or stay until you do. And 
the same as to monthly trial balances of all descriptions.
(2) Dig into the reasons for arrears of underlying clerical work. 
Too often trouble lurks beneath the surface of piled up months of 
unreconciled bank accounts and uncancelled coupons.
(3) Insist on a policy of having and exhibiting live inventories 
of public property and supplies. Goods are as valuable as cash 
and are more easily misappropriated. Moreover the custodian 
should be an officer of rank and responsibility.
(4) Get at true costs of utilities operations. It is as important 
municipally as under private ownership, or more so.
(5) Do not let a vast set of records of revenues be run without a 
credit voucher for each item of incoming money, and demand that 
those vouchers bear serial machine numbers.
(6) See that units of tax bills, as rendered, have arrears charged 




(7) As in commercial affairs, confirm a reasonable number of 
receivables, including open taxes, assessments and other capital 
balances. It may not be practicable to confirm every detail, but 
postage stamps often prove a wonderful investment at two dollars 
per hundred.
(8) Lay down the law that in no office shall any person whose 
duty it is to handle money also do bookkeeping, making (or having 
a chance to unmake) ledger entries—and vice versa as to a book­
keeper in a cashier’s cage, even to help out at the lunch hour. A 
commandment, perhaps the most fundamental of all business is: 
Thou shalt not invite to steal.
(9) Fight for one principle of comptroller’s office administra­
tion : let at least one third of the staff be delegated to the auditing 
of other departments. The ratio existing almost everywhere is 
about six bookkeepers and clerks to one traveling auditor. Let 
not the general books suffer, but forever keep watch on every spot 
where money and supplies are handled.
(10) Audit frequently. Annual visits are not enough. Quar­
terly or monthly check-ups are needful to throw the fear of the 
Lòrd into wrong-doers. Go to the task frequently but go to it at 
irregular intervals. No audit is ever equal to the “surprise” 
audit.
Briefly now, how long must it be before public control and in­
vestigation of municipal facts and figures everywhere shall be 
with adequate man power, as in banking and insurance depart­
ments and with pro rata assessments for the cost of the work?
In a great state like Michigan only a part of the field can be 
covered because of a staff limited to eleven examiners. Again, 
as to some even larger states, it is pitiful to own that Pennsylvania 
examines only into revenues collected by mayors, aldermen and 
justices of the peace, while in Illinois subdivisions of government 
have no bureau of control whatever. Against which be it re­
membered that the subject is at last stirring in several adjacent 
commonwealths, with plans for bureaus—inchoate but promising 
—in Connecticut, Vermont and Maryland.
Just a word of bibliography. On the side of technical authori­
ties let me mention as exceedingly worth while:
As a manual of facts and live data, State Conference Publication 
No. 28, Mr. Lafferty’s thesis on “The Auditing of Municipal 
Accounts”; then for a complete program, the New Jersey man­
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ual of Requirements of Audit; and, for a most useful classification 
of accounts, that of the city of Buffalo.
Finally let us look forward to that desired day when state 
supervision shall be what is needed; let a hope be expressed, for 
example, that Comptroller Tremaine may soon have at least 122 
instead of 22 examiners. Until then, although not to talk shop, 
is it too much to suggest that one fixed expenditure be inserted in 
every municipal budget, namely, a sum to cover the cost of a 
professional audit? Canterbury in England is so served, and at a 
rate equal to less than $20 a month. At rates not greatly differ­
ent every American municipality of 25,000 people might be 
served, and larger and smaller places in degree. Under today’s 
ten-point program, hardly otherwise, this could and should be 
accomplished.
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Candidates as Human Beings
By Maurice E. Peloubet
It had been raining off and on all morning. A long walk had 
been brought to an untimely end by a shower and I had retreated 
to the Sunday newspaper. Even in that there was little comfort, 
as most of the items had to do with “planned economy,” “secur­
ity,” “sharing wealth” and similar high-sounding things. Be­
neath all the impressive language there was a feeling of hopeless­
ness; an implicit admission that the country had reached its 
ultimate development; that all we could now do was to divide up 
what there was; that our social system was to become permanently 
stratified and solidified into castes and that every one, employed 
or unemployed, would soon look to the government for guidance 
and sustenance.
It was not a pretty picture, probably not a true one, as only the 
tendencies toward universal dependence on government were 
shown by the newest and most spectacular happenings, while the 
once-strong undercurrent of initiative and resourcefulness could 
hardly have ceased flowing but was probably manifesting itself in 
more obscure ways hidden from the general view and unnoticed 
by the press.
In the midst of these somewhat gloomy reflections, the dinner 
bell rang. After dinner, fortified by the unreasoning cheerfulness 
which generally follows a good meal, I glanced at a large pile of 
stout manila envelopes piled on a table and remembered that my 
afternoon was to be spent in examining applications for the 
admission of members to the American Institute of Accountants. I 
think everyone will agree that an admission blank to the Institute 
is an imposingly thorough and complete document. Few, how­
ever, will regard it as an amusing one or as one which might tell a 
story of absorbing human interest. At that moment, it must be 
confessed, I did not regard the pile before me as much more than 
a chore which had to be done.
As the entire afternoon was before me, and as there was no other 
definite occupation in sight, I went at the job a little more slowly 
than usual. The first application was from a man in a southern 
state, of which he was a certified public accountant by examina­
tion. He evidently had serious doubts as to the sufficiency of his 
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educational background and attached a memorandum which 
stated, in a few bald words, what seemed to me to be a most in­
teresting little story. He had lived as a boy in a large city in the 
south, but, at the age of eleven or twelve, had moved with his 
parents to a small country town. Although he did not say so, it 
was obvious that they must have been comparatively poor. He 
did say that the possibilities of any schooling beyond the most 
elementary were almost lacking, but that a gentleman, living just 
outside the town, allowed him the use of his library. He had 
absorbed in the course of two or three years’ reading, directed, to 
some extent, by the owner of the library, what would generally be 
considered the essentials of a liberal education. It did not take 
much imagination to see the large old house on the outskirts of the 
little town, the big book-lined room, the small boy almost over­
whelmed but full of curiosity, and the kindly old man taking 
down the volumes from the shelves, opening the dusty covers and 
directing the boy to such solid literary fare as Gibbon, Plutarch, 
Thackery, Dickens and all the other treasures of a well-stocked 
library.
The boy apparently worked in the fields, helped his father run 
the country store he kept for a time and, in short, did everything 
he could to make his own living and to contribute to the welfare 
of the family. The boy eventually, by continuous efforts over a 
long period of years, gained a solid professional education and 
qualified for his professional degree. He did this in a section of 
the country where the opportunities for obtaining really good 
accounting experience were slight and in the face of obstacles 
which it took years of patient work to overcome.
Although there was no question at all of the man’s fitness for 
admission to the Institute, I read with the greatest care, and more 
than once, every word in the application.
I picked up another. This man had apparently been able to 
get his education without overcoming quite the difficulties which 
the previous candidate had had. He had, however, lost his right 
hand at the wrist while in the army. He had learned to write 
with his left hand, but was not able to do so with any degree of 
speed. He had passed his written examinations in law and 
auditing and had several times attempted and failed his account­
ing examinations. He was now applying for an oral examination 
in accounting because he was physically unable to complete, in the 
time allowed, the volume of work required from the ordinary
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candidate in the accounting examination. Here again there was 
no question that this was a very special case where the examiners 
should exercise the wide discretion they have, and here again was 
a story of pluck and determination worth reading over.
The next two or three applications were from men who had ob­
tained their education in the ordinary way, who had been for­
tunate enough to have had their experience with firms of standing 
where there was little to call for any special remark. However, 
each one of these represented the result of ten, fifteen or twenty 
years of hard and patient work.
The next application was from a man in the west. His formal 
education was of the slightest. However, while he was pursuing 
the most various and, in many cases, laborious occupations such 
as ranch hand, freight clerk, day laborer and soda dispenser, he not 
only contrived to make up for his lack of a high-school education, 
but he completed correspondence work which qualified him for a 
position in an accountant’s office and later qualified him to pass 
the C. P. A. examination. The facts, of course, were stated with 
the utmost brevity, probably with no idea that they were unusual 
or interesting, but a first-rate novel could have been made from 
them if they could have been told as they actually happened.
Another application was of a more personal interest. An ap­
plicant from a western town where I had lived at one time, gave 
as every candidate must his occupations from the time he left 
school. He said that after leaving school he ran an elevator in a 
certain building, that he was employed in the office of a certain 
railroad and that his father was a miner in a particular mine. 
He was still living with his parents at the time of the application 
and he naturally gave his address in the application. From all 
this, a very fair idea of the boy’s life history could be worked out. 
From his name, he was obviously of Slavic origin and it did not 
take much imagination to picture the father’s home in an inex­
pensive but attractive section of the city, the boy’s efforts to 
become something more than a laborer or miner and the efforts 
and encouragement of his family to help him along, which were 
probably varied occasionally with a little family banter for desir­
ing an office job rather than a “man’s job” down in the mines.
This, of course, was a peculiar case where almost every state­
ment and reference made by the applicant referred to something 
well-known to me. Here, there was no question of the candidate’s 
fitness. He had worked hard and had made a professional man 
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out of himself where the easy and obvious thing would have been 
to have become a miner or laborer.
After going through these applications, my feeling of gloom and 
disappointment over the condition of the American people began 
to leave me. I realized that it is possible that a few cases like the 
ones I had just gone over might have more significance as showing 
the real character of the country and the persistence of the old 
spirit of determination, initiative and resource than all the 
astronomical figures of appropriations for enormous projects of 
doubtful value and for politically administered relief.
Mistakes of that sort can be corrected but it is the existence, 
even in the spirits of a comparatively small number of men, of the 
principles and ideas which these applications bring out that can 
not be changed or eradicated and will, in the long run, have their 
effect.
I put aside the envelopes for a while and thought back over 
some other applications, particularly rejected ones. In one was 
a letter which to my mind was one of the best examples of the 
emphasis of under-statement which I have ever seen. The letter 
said substantially “ I do not think Mr. Blank should be elected to 
the Institute. He was the managing partner of a branch office of 
a firm of accountants here for about a year, when he closed the 
office and absconded with the funds of the firm left in his care. 
He used these to open and operate a gambling house. I do not 
think this is an occupation compatible with the practice of 
accountancy.” Needless to say, the board agreed with the 
member who protested so mildly and effectively. When the 
candidate was notified that his application was rejected he replied 
that up to that time he had conducted his practice in a fair and 
ethical manner, but that he had been endowed with a God-given 
ability to obtain new business and he implied strongly that this 
strange but desirable attribute was now to be used to the detri­
ment of his fellow practitioners, Institute members particularly. 
I have not heard that the practice of Institute members in his 
vicinity has substantially declined since his rejection.
Another unusual case was an application from the Hawaiian 
Islands. The applicant had a name of ambiguous national 
origin, such as Harry Wing, or Sam Lee. His clients seemed to be 
mostly trading and fishing companies, some with obviously 
Oriental names and others with names which would cause no 
comment anywhere. He was in practice on his own account and 
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had had no experience in the offices of other accountants or with 
Institute members. Apart from his experience, his qualifications 
seemed fairly satisfactory, but the board made further inquiries 
of members in Hawaii as to his practice. It was then discovered 
that the candidate was Chinese and that all of his clients were 
either Chinese or Japanese and that work among them constituted 
his entire experience and practice. As none of the board members 
and probably no member in Hawaii was sufficiently familiar with 
Chinese or Japanese to understand accounts in those languages, 
it was reluctantly decided that the board was not able to pass on 
the sufficiency of his experience and he did not qualify for mem­
bership in the Institute, although it is quite possible he may have 
been a competent accountant and eligible for membership in 
some Japanese or Chinese society.
There are a number of questions of a personal nature in the ap­
plication blank which are asked for statistical purposes only. 
Among these is a question concerning the religion of the applicant. 
In general, the answer consists of one word: Catholic, Protestant, 
Jewish or the like, but it was rather surprising to see in two or 
three recent applications in answer to this question “No special 
choice.” This would seem almost the limit of broadmindedness!
At first sight, anyone would be apt to think that the examina­
tion of forty or fifty applications for admission, which involves 
reading five or six letters of recommendation for each application, 
reading all the information on the form, going through the record 
of business experience which must be complete from the time the 
applicant started business, and possibly going over records of 
college work or examinations would be a rather dreary routine 
task and it could probably be made so. However, if we can 
clothe the skeleton of facts, which the application blank gives us, 
with the flesh of imagination and human sympathy the examina­
tion of these applications becomes a task of absorbing interest and 
one which, on the whole, tends to raise one’s opinion of his fellow 
men in general and of Institute members in particular. There 
are too many human activities of which this can not be said and 
it is a pleasure and an inspiration to know of one where it is true.
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A Defense of the Straight-Line Method
By Oliver May
It is sometimes urged against the straight-line method of pro­
viding for depreciation that the charge should be greater in the 
earlier years, either because the earning capacity is likely to 
decline rapidly (as is the case of the luxury liners) or because 
maintenance will be greater in later than in earlier years; and 
that the diminishing balance method is, therefore, sounder. On 
the other hand, it is argued that the method is unscientific in that 
it ignores the element of interest, and is in this respect inferior to 
the sinking-fund method.
It is obvious that by combining the two methods, the objec­
tions, in the one case that the early years are undercharged and 
in the other that they are overcharged, will tend to offset one 
another. It has, therefore, seemed to be worth while to consider 
the effect of combining the two. Probably the most important 
life period in depreciation calculations of larger items is in the 
neighborhood of twenty years. The following table has been 
prepared to show the annual charges against income under the 
various methods in the case of property with an estimated life of 
twenty years and a salvage value of approximately 4 per cent., 
the rate of accumulation on the sinking fund being assumed to 








Year fund (14.82%) line balance (5%)
1 $ 33,932 $148,240 $ 47,980 $ 50,000
2 35,120 126,265 47,980 49,250
3 36,349 107,547 47,980 48,599
4 37,621 91,605 47,980 48,044
5 38,938 78,025 47,980 47,581
6 40,301 66,459 47,980 47,211
7 41,711 56,607 47,980 46,929
8 43,171 48,215 47,980 46,733
9 44,682 41,068 47,980 46,623
10 46,246 34,980 47,980 46,596
11 47,864 29,795 47,980 46,652
12 49,540 25,378 47,980 46,788
13 51,274 21,616 47,980 47,003
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Sinking balance Straight diminishing
Year fund (14.82%) line balance (5%)
14 $ 53,068 $ 18,411 $ 47,980 $ 47,297
15 54,926 15,682 47,980 47,670
16 56,848 13,357 47,980 48,119
17 58,838 11,377 47,980 48,644
18 60,897 9,691 47,980 49,247
19 63,028 8,254 47,980 49,926
20 65,234 7,031 47,980 50,680
$959,588 $959,603 $959,600 $959,592
From the above table it can be seen that the annual additions 
to the depreciation under the combined sinking-fund and dimin- 
ishing-balance method fairly closely approximate those under the 
straight-line method. In practice, the difference would be small 
in comparison with the adjustments likely to arise from partial 
replacements, premature retirements, etc. and the very important 
considerations of simplicity and intelligibility lend their support 
to the straight-line method.
Of course, the longer the period the greater is the influence of 
the interest factor in the calculation; therefore, if the combined 
method is adopted with a uniform rate of interest, the use of the 
rate which under the straight-line method would depreciate the 
property 100 per cent will tend to create an over-provision in 
the case of property having a life substantially more than twenty 
years and an under-provision in the case of property having a life 
substantially less than twenty years. The following table shows 
the percentage of the property which will be written off assuming 
various combinations of terms and depreciation and interest rates:
Term Fifteen years Twenty years Twenty-five years
Depreciation
rate 7% 7½% 8% 5% 5½% 3½% 4% 4½%
Interest rate:
2½% 90.45 91.91 98.83
3 % 92.48 90.48 96.02 90.65 99.05
3½% 93.10 96.61 89.52 95.96 101.91 97.64 106.82
4 % 93.21 97.22 100.98 94.91 101.82 105.24
4½% 97.38 101.54 100.68
5 % 101.65
One may conclude that the two main criticisms to which the 
straight-line method has been subjected are to a large extent 
mutually destructive, and that this method emerges as the simple 
middle course which, as so often is the case, is superior to either 
extreme.
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For those interested in the mechanics of the computation, the 
formula and an example of the detail calculations of the combined 
sinking-fund and diminishing-balance method are given below:
Original value—scrap value=d ((l-i)n-(l—d)n)
i+d
Where i= Interest rate.
d=Rate applied to diminishing balance.
Calculation of reserve for depreciation by combined sinking-fund 
and diminishing-balance method in the case of $1,000,000 asset with 










Year diminishing balance of sinking to fund and
balance at undepreciated fund during depreciation
5% value at 3½% year at end 
of year
1 $ 50,000 $950,000 $ 50,000 $ 50,000
2 47,500 902,500 $ 1,750 49,250 99,250
3 45,125 857,375 3,474 48,599 147,849
4 42,869 814,506 5,175 48,044 195,893
5 40,725 773,781 6,856 47,581 243,474
6 38,689 735,092 8,522 47,211 290,685
7 36,755 698,337 10,174 46,929 337,614
8 34,917 663,420 11,816 46,733 384,347
9 33,171 630,249 13,452 46,623 430,970
10 31,512 598,737 15,084 46,596 477,566
11 29,937 568,800 16,715 46,652 524,218
12 28,440 540,360 18,348 46,788 571,006
13 27,018 513,342 19,985 47,003 618,009
14 25,667 487,675 21,630 47,297 665,306
15 24,384 463,291 23,286 47,670 712,976
16 23,165 440,126 24,954 48,119 761,095
17 22,006 418,120 26,638 48,644 809,739
18 20,906 397,214 28,341 49,247 858,986
19 19,861 377,353 30,065 49,926 908,912
20 18,868 358,485 31,812 50,680 959,592
$641,515 $318,077 $959,592
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By Warren W. Nissley
Now that the national recovery administration and the act 
which created it have passed into history there is an inclination to 
regard the whole adventure as a closed incident—merely a costly 
experiment which failed. Since, however, there are already re­
ports of attempts to revive it, we would do well to see if there are 
not lessons to be remembered and experiences of which we well 
may take advantage if this method of economic control is again 
brought forward.
One of the underlying theories of that portion of the “new 
deal” which embraced N. R. A. was that all would be well if 
everyone deserving of employment were employed and, in addi­
tion, were paid a fair wage. Inasmuch as the conditions with 
which we were faced were very different from this ideal—and 
few intelligent persons would deny that it would be ideal—it is 
not surprising that the code makers were attracted by the theory. 
But they made a common mistake in attempting to use the end 
desired as the means of arriving at that end. As a result, trade 
and industry were given, as the law of the land, codes which put 
definite limitations on the minimum wages to be paid to employees 
and the hours they could work, and, in many cases, the hours 
during which machinery could be operated were also limited.
While business leaders endorsed the primary economic object 
of the codes, which was to have industry voluntarily agree to 
employ more people and thus alleviate unemployment, and to 
pay more aggregate wages for the same work, thus increasing the 
purchasing power of the masses and promoting recovery from 
the depression, it was quite natural that they should ask, to use 
a slang expression, “What will we use for money?” From the 
financial and accounting viewpoint, it is obvious that an employer 
can only pay wages out of the sales price of his goods or out of the 
working-capital portion of his capital funds. As a practical 
matter, at any given time, he can pay them only out of the cash 
he has in hand. It is obvious, for example, that a great corpora­
tion can not use any portion of its huge capital investments in 
plant and equipment nor even its inventories and accounts 
receivable to pay wages.
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The working capital of many employers had been depleted 
almost to the vanishing point by the depression years. Cash 
operating losses, including wages, had been met by paying out cash 
realized from the partial liquidation of other working-capital 
assets. This liquidation was possible because smaller quantities 
of goods could be carried in stock and at a lower cost per unit; 
and open accounts with customers were also less because of the 
reduced volume of business. It was only this partial liquidation 
that enabled many concerns to avoid the necessity of going into 
bankruptcy during the first few of the depression years. The 
recovery, which has already begun, will again involve larger 
working capital investments in inventories and receivables 
which must be paid for from cash on hand or new borrowings. 
Consequently, even if those employers who still had cash resources 
had been altruistic enough to consent to dissipate them more 
rapidly on a voluntary basis, it would have appeared most 
imprudent from the business standpoint to have asked them to 
increase cash losses to pay higher wages. Such a policy could 
only end in going out of business at a faster rate, and then there 
would be no employment. The only cash from which the wages 
of the country can safely be paid in a period of rising prices and 
increasing activity is that represented by the proceeds of the 
current sale of goods.
The code makers then adopted a second theory to the effect 
that, if all units in an industry were required to sell their goods for 
cost or more, the problem of providing money to pay wages 
would have been met. Here again, the end desired was used as 
the means, and many codes were adopted which prohibited 
“sales below cost.” Business leaders then asked, quite naturally, 
how goods could be sold at such an arbitrary price if it was so 
high that the consumers would not pay it, or if some other pro­
ducer could sell at less under the code, because his cost was less. 
The latter part of this problem also involved a definition of “cost,” 
since very few codes specifically defined the term which, by law, 
was the bottom below which selling prices could not drop. Many 
employers were already selling goods at less than cost under the 
old wage scales because no markets were available at higher 
prices and the adoption of codes did not provide any additional 
markets. Some attempts were made, without much success, 
to have codes approved which would, in effect, have guaranteed 
a profit by law.
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While many of the codes which were approved that contained 
some form of prohibition of sales below cost also contained a 
requirement for the development of a uniform method of cost 
finding to enable the units in the respective industries to determine 
their costs on a uniform basis, many of them did not. When an 
attempt was made to define cost, the language used for these 
provisions, and the meaning thereof, differed widely in the various 
codes. The theory most favored by N. R. A. appeared to be 
that no unit in an industry should be permitted to sell below its 
own individual cost, unless necessary to meet the competition of 
another unit which was selling below the first unit’s cost but not 
below its own cost. To meet such competition, the minimum 
price permitted to the higher cost producer was that quoted by 
the other. But since, in most cases, cost was not defined, this 
theory could not be enforced in practice and the effect was, of 
necessity, largely psychological.
Now let us consider what these provisions meant.
To the casual reader, a legal prohibition against sales below 
cost appears simple and innocuous enough—in fact, many would 
think that anyone who needed a law to prevent his selling below 
cost should have his brain examined. But this theory is not 
nearly as simple—nor perhaps as innocuous—as it seems.
It will help us to understand the necessity for some provision of 
this kind if we consider the chaotic condition of our price struc­
ture during the depression, and then examine its cause. The 
fundamental cause was our excess capacity to produce and to do 
practically everything, on the basis of the demand then existing, 
and in many cases, on the basis of any potential demand.
In passing, I might refer to the belief of many economists that 
there can never be real overcapacity while anyone lacks any­
thing he would like to have, and to their contention that the whole 
trouble with our economic system is in the distribution of the 
things produced. It seems to me that this is true only to a lim­
ited extent. It fails to take into account the fact that, in any 
form of society, those men whose toil has been rewarded with the 
things they want are apt to desire to reduce the amount of their 
toil rather than to continue working to supply the drones with 
the things the latter are too lazy to produce for themselves. This 
simply means that it is possible to have excess capacity and sup­
plies while there is still want, because those in want will not work. 
At the present time, there is also need for things we have the 
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capacity to produce because those needing these things can not 
find employment, and that is a defect of our distribution system.
The effect of this overcapacity on prices may be shown by re­
ferring to cost accounting. The expenses incurred in producing 
an article were originally classified by cost accountants in three 
groups: (1) the cost of the materials contained therein, known as 
direct materials, (2) the wages paid to the workmen who actually 
worked on the article directly or through a machine, known as 
direct labor, and (3) the other expenses of operating the plant, 
commonly known as overhead.
Under later developments of the art, cost accountants also 
made another classification of operating expenses to show: (1) the 
total cost of producing any article made and (2) the cost to the 
organization if it produced a certain article, which it would not 
have to meet if that article were not produced—i. e., the out-of- 
pocket cost.
The difference between the “total cost” and the “out-of-pocket 
cost” represents the so-called invariable overhead. This differ­
ence may be very important in large industrial units. When an 
organization is able to sell as much as it can produce, it is con­
cerned with the first, or total cost, of each article sold and natu­
rally bases its selling prices on that cost, since that is the only 
method of getting a profit. But when it is producing and selling 
at much less than capacity, sales based on “out-of-pocket” costs 
can assume a peculiar significance as a means of reducing losses. 
For example, consider a company which can produce 500,000 
units of an article in a year but, at a given time, is only producing 
at the rate of 100,000 units a year and has a total cost of doing 
business on that basis of $1,000,000 per annum. The total cost 
of producing each article is then $1,000,000 divided by 100,000, or 
$10 each. Now let us assume further that of the $1,000,000 total 
cost of doing business, $400,000 represented taxes, insurance, 
rent, depreciation, unavoidable maintenance, salaries of the essen­
tial non-operating personnel which can not be discharged without 
going out of business permanently, and similar expenses which 
would be just the same whether the plant operated or not, in 
other words, the unavoidable overhead. We see then that the 
remainder of $600,000 represents the expense the company had 
because it produced the 100,000 articles in excess of the expense 
it would have had if it had produced nothing. On that basis, 
the out-of-pocket cost of each article was $6.
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It seems quite logical for a particular management to feel that 
if it can sell these articles at $8 each, it is better than not operat­
ing, even though it realizes that if that policy is continued long 
enough, it will put the concern out of business, because of the 
losses incurred in paying out cash for the invariable overhead 
expenses. If each unit in the industry produced no more than its 
own share of the total production of the industry, and if the price 
of $8 which was obtained was uniform for all and was the highest 
possible price that could be obtained for that industry’s products 
under existing conditions, such a policy could be economically 
justifiable even though sales were made below total cost. But 
uses have been made of this spread between total cost and out-of- 
pocket costs that are not justifiable from the viewpoint of the 
industry as a whole.
During the depression many managements looked with longing 
eyes at their idle capacity, such as that in our example, which 
could produce 400,000 more units, and reasoned that if they 
could get some of the business that would normally go to another 
producer, by quoting a price of $7 for it, they would still be $1 per 
unit better off than if they did not get the additional business at 
all; and they would also be able to distribute the out-of-pocket 
labor cost to their own workmen. It was the policy of taking 
business on that basis, sometimes called predatory price cutting, 
that caused the final collapse of the price structure. In self­
defense, the unit that lost the business had to try to regain it or 
other similar business from someone else, by cutting prices still 
further, until finally the whole industry would be selling at or 
near the out-of-pocket cost of $6 per unit. In fact, those con­
cerns which did not have good cost systems frequently met the 
competition by going below $6 since they did not know what 
their out-of-pocket costs were. To attempt to protect their 
dwindling cash resources resulting from this policy, producers 
had no alternative but to reduce their expenses, including wages. 
But then the whole vicious circle started over again. It is not 
difficult to see how easy it was for purchasers to develop a buyer’s 
market under these conditions.
It must be admitted that good cost accounting systems and an 
accurate knowledge of costs on the part of some units at least in 
an industry actually accelerated this process, because it could be 
accurately shown that for a single unit, and for the moment, re­
sults were improved by taking business on that basis. But the 
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advantage gained could only be temporary. One can easily 
correct ignorant selling below out-of-pocket costs, because it is 
possible to show that is silly. It simply means there is less cash 
in the till after the transaction is completed than there was 
before. That can be corrected by adequate systems of cost finding 
and by education. Sales deliberately made at an out-of-pocket 
loss by a strong unit, which can afford to suffer the loss tempo­
rarily, to drive a weaker competitor out of business, are another 
matter. These are criminal activities and should be corrected by 
punishment through legal methods.
When we consider sales made at prices falling in the twilight 
zone between total costs and out-of-pocket costs, we are faced 
with important business and economic considerations that are 
not so readily answerable.
An expression frequently used in codes prohibited sales below 
the “cost of production.” I assume that “cost of production” 
thus used was intended to mean out-of-pocket costs as I have de­
fined them. A lower limit, such as that for an industry based on 
the costs of the lowest-cost producer, means exactly nothing in 
the way of protection for the industry. Other codes specified 
the items to be included in calculating costs, and when you had 
taken them all in, you had approximately “total cost.”
There is no doubt that a prohibition of sales below total cost 
would be an effective method of enabling all the present business 
units to stay in business and continue to be able to pay wages, if 
consumers had sufficient purchasing power to fill their require­
ments at prices calculated on that basis. In view of our present 
excess industrial capacity, it is probable that any minimum cost 
prescribed for an industry would be the cost at which the products 
of that industry would be sold. For if “total costs” are used as 
a minimum, even if they are the “total costs” of the “low cost” 
units or of the “efficient producers,” they will enable most of the 
high cost producers to stagger along hoping that more demand 
will develop and that “supply” will again become a factor in 
establishing the price structure on a basis that will enable low-cost 
producers to make a profit and high-cost producers to break 
even.
Under the “survival of the fittest” idea, the present situation 
as to excess capacity would be corrected by the bankruptcies of 
the financially weak and the inefficient units until supply and 
demand approached each other on the basis of conditions existing 
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at the moment of approach. In industries in which we are cer­
tain that the present excess capacity will be permanent, it would 
be most unwise to interfere with this process. But when it is 
reasonably certain that the excess capacity will again be needed 
in the near future, it appears sounder economically and requires 
less toil from man in the aggregate to try to save the units we now 
have rather than to destroy some of them and later on find it 
necessary to replace them. Moreover, destroying units and con­
centrating production in other units frequently is a great hardship 
to labor, which may find it necessary to move its residence to the 
areas containing the surviving units in order that employment 
may be found.
Another objection to the bankruptcy method is the length of 
time required to eliminate the weakest units when all are fairly 
strong, and the enervating effect on the survivors of the inter­
necine struggle. This factor is more important now than for­
merly because of the tremendous investments in plant and equip­
ment that are necessary for modern industrial operations. Cash 
expenditures for these assets have been made in the past and— 
thanks to the ease with which stock sold during the boom—have 
been largely paid. A prudent management knows that it 
must provide for the deterioration in and replacement of its 
equipment by providing a depreciation fund out of its sales prices. 
On the other hand, a management which is fighting for its exist­
ence knows that there is little salvage value in an abandoned 
plant, and rightly decides that it is better to sell without pro­
viding for depreciation than not to sell at all, since depreciation 
does not represent a current out-of-pocket cost. If the weaker 
units set selling prices on this basis, the stronger ones are greatly 
handicapped in maintaining their business and prices on a basis 
which will care for depreciation.
If this question were to be approached on a sound economic 
basis, it would be necessary for someone to decide which industries 
should be permitted to have price protection to maintain the 
status quo of the present units, because their full capacity will 
soon be needed, and which industries should be required to work 
out their destiny by jungle law. The important phrase in the 
preceding sentence is “it would be necessary for someone to 
decide” and the practical problem is to find the “someone” who 
could and would decide equitably in all cases. This “someone” 
who sits as the judge would need to have an accuracy of vision
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and a disinterestedness which it is difficult to associate with 
ordinary mortals.
However this question of over-capacity is finally settled, there 
is no doubt that those organizations which have adequate cost 
data will be in the most favorable position to find their proper 
place in their own industry. So far as I have been able to learn, 
there was not much real progress under N. R. A. in assisting busi­
ness units to determine their costs better than they did before, 
although there was much talk on the subject. And that is 
natural, for the development of this information must be expected 
to require a considerable period of time. I would estimate that if 
every possible effort were made, it would require from two to five 
years before really comparable cost data could be obtained in an 
important industry producing diversified products. The installa­
tion and maintenance of a cost system requires the outlay of a 
considerable amount of money, although executives generally 
realize that cost data are worth all they cost. But at a time when 
business was faced with the necessity of decreasing and not in­
creasing current expenses, it was natural that managements should 
want to know if N. R. A. was apt to be continued on some basis 
that would permit a use to be made of data that would justify the 
cost of getting it. Today I am inclined to believe that the anti­
trust laws will be so modified as to permit the intelligent coopera­
tive use of cost data, and if this should be so, there will be plenty of 
work for all the competent cost accountants in the country for 
many years to come.
A cost accounting system should never be developed until one 
has become familiar, in the full detail, with the manufacturing 
operations and the factory layouts in the organizations involved. 
In other words, it is not a swivel chair job and a man who can not 
feel at home in the midst of factory operations should never at­
tempt to design a detailed system of cost finding. One must get 
into the factory, talk to the foremen and to the workers, observe 
how their work is done and make each installation fit the par­
ticular factory in which it is to be used. That would not be 
necessary if the various units in an industry all made the same 
things in the same way, but unfortunately, that is not the case. 
There is a great overlapping of products, and there is also a very 
real difference in the detailed procedure of manufacturing the 
same product in different plants. I do not mean to say that the 
same principles of cost finding can not be applied throughout an 
industry, or that the final reports prepared can not be in the same
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form; but prescribing basic principles and the form of reports 
will not mean much in the way of really comparable data unless 
the basic principles are applied to a particular situation in such a 
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AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal of Account­
ancy should not cause the reader to assume that they are the official answers of 
the board of examiners. They represent merely the opinions of the editor of 
the Students' Department.]
Examination in Accounting Theory and Practice—Part II 
May 17, 1935, 1:30 P. M. to 6:30 P. M.
No. 3 (15 points): Solve all problems.
State whether you agree with the following propositions and give the reasons 
for your opinion:
1. The accountant is and should be responsible for a correct valuation of 
inventories of materials, merchandise and supplies.
2. The accounts of all companies in which more than 51% of the voting 
stock is owned or controlled by the parent company should be included in 
a consolidation.
3. Any accounting principles which are prescribed by the United States 
bureau of internal revenue for the preparation of income-tax returns 
should be followed in the books of the company and in any statements 
prepared therefrom.
Solution:
(1) Where the accountant takes or supervises the taking of the inventory, 
or in cases where he believes that the tests which he makes are adequate, he 
should assume the responsibility for the quantities. He should, in all cases, 
assume the responsibility for the accuracy of the computations, and in most 
cases, the correctness of the pricing. However, there are some cases in which 
he cannot identify, for a certainty, the various lots and the prices assignable to 
those lots, nor can he always determine the usability or salability of the supplies 
and merchandise on hand. Whether the accountant is and should be respon­
sible for a correct valuation of inventories would depend upon the circum­
stances of each case.
(2) The parent company and its wholly owned subsidiary, while separate 
legal entities, are, in fact, a single business enterprise. Recognizing this fact, 
accounting practice permits the consolidation of the assets and liabilities of 
both companies in order to show a more correct statement of the position of the 
organization as a whole. When the parent company owns less than 100 per cent 
of all of the stock of the subsidiary, the interest of the outside holders is shown 
under the caption “minority interest.”
If this minority interest is small, the percentage of error in the theory that 
the parent company owns all of the assets and is liable for all of the liabilities 
of the subsidiary is correspondingly small. Where to draw the line depends 
upon each individual case.
In this case the parent company owns or controls more than 51 per cent 
of the voting stock; its actual interest in the net assets of the subsidiary may 
be less than 51 per cent if non-voting stock is held by outsiders. Furthermore, 
effective control in companies whose stock has a wide distribution may be 
considerably less than 51 per cent. The accountant should consider these 
factors, and then decide whether his action in consolidating or not consolidating 
the statements of the companies presents a more correct showing.
(3) The accounting principles prescribed by the bureau of internal revenue 
are designed primarily to facilitate the reporting and assessment of federal
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income taxes, by periods, and do not necessarily coincide with generally 
accepted accounting theory and practice. The taxpayer should keep his 
records in a manner consistent with ordinary accounting principles. Supple­
mentary information which may be necessary for the preparation of federal 
income tax returns may be kept in memorandum form. The taxpayer’s state­
ments should be prepared in a form and according to such principles as will 
most clearly and equitably present the true state of his affairs.
No. 4 (15 points):
The Eastern Company, the Southern Company, and the Western Company 
are consolidated by the following method:
1. A new corporation, the Northern Company, is formed.
2. The Northern Company takes over all the assets and assumes all the 
liabilities of the three consolidating companies, paying for them as follows: 
To the preferred stockholders of the old companies, first-mortgage bonds 
of the new company at par. The total authorized bond issue is $400,000. 
To the holders of common stock:
In the Eastern Company—30 shares of new stock for each share of old 
stock.
In the Southern Company—10 shares of new stock for each share of old 
stock.
In the Western Company—20 shares of new stock for each share of old 
stock.
3. The new company (the Northern Company) is capitalized at $1,000,000. 
(100,000 shares of a par value of $10 each.)
4. All properties are to be taken over at their book values.
5. The old companies are to be dissolved.
On the date of consolidation the balance-sheets of the three combining com­
panies were as follows:
Eastern Southern Western
Assets Company Company Company
Land.......................................................... .. . $ 600,000 $ 30,000 $ 20,000
Buildings................................................... 20,000 100,000 25,000
Machinery and equipment..................... 250,000 125,000 10,000
Inventories............................................... 75,000 100,000 20,000
Notes receivable................................. 10,000
Accounts receivable................................ 165,000 325,000 160,000
Cash.......................................................... 30,500 35,000 15,000
Prepaid insurance, etc............................ 2,500 1,500 500
$1,153,000 $716,500 $250,500
Liabilities and Net Worth
Preferred stock—par $100..................... . .. $ 300,000 $ 50,000 $ 50,000
Common stock—par $100..................... 200,000 300,000 50,000
Notes payable......................................... 50,000 50,000
Accounts payable................................... 69,000 158,500 70,500




Buildings............................................. 4,000 20,000 5,000
Machinery and equipment................ 30,000 45,000 2,000
Surplus..................................................... 475,000 80,000 70,000
$1,153,000 $716,500 $250,500
The Western Company owed the Southern Company $24,000 on open 
account.
The $10,000 notes receivable of the Eastern Company represent notes of the 
Southern Company.
Prepare the balance-sheet of the Northern Company after the consolidation 
has been effected.
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Less: reserve for depreciation
Machinery and equipment. . . 





















Capital stock—authorized and issued—100,000
shares of a par value of $10 per share.................... $1,000,000
Paid-in surplus............................................................. 175,000 1,175,000
$1,980,000
A simple problem of this type may be solved easily without the use of working 
papers. They are given here for explanatory purposes only.
No. 5 (10 points):
You have been asked to make an examination of the accounts of a national 
bank as at the close of its fiscal year and render a report to its board of directors.
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A statement of the bank’s earnings and expenses as published is as follows:
Earnings
Discount earned............................................................ $1,000,000
Interest on investments............................................... 1,750,000
Profit from sales of securities after considering a 
previous charge-off in the value of such securities 




Interest on time accounts............................................ 500,000
Taxes (federal and state)............................................. 250,000
Uncollectible loans........................................................ 50,000
Reserve for contingencies............................................ 500,000
$2,500,000
Net earnings................................................................... $ 300,000
In addition, you find that there has been (1) an appropriation or transfer of 
$2,000,000 from undivided profits to reserve for contingencies, (2) a write-down 
of $1,000,000 in the value of securities charged against that reserve and (3) a 
further charge of $1,000,000 against the reserve to cover actual loans considered 
worthless during the year.
In preparing your report what would you state to be the year’s net earnings 
or loss which you would certify? Prepare a summary of the earnings state­
ment.
Solution:
It seems reasonable to permit the write-down in the value of securities to be 
charged against the reserve for contingencies, providing the actual loss, when 
the securities are sold or otherwise disposed of, is charged against the current 
operations. In this case, there was no profit of $50,000 arising through the 
sale of the securities during the current period, but, rather a loss of $100,000, as 
shown below:
Amount previously charged against the reserve for contingencies... $150,000
Amount considered as profit, after considering the above charge-off. 50,000
Loss on the sale of securities................................................................. $100,000
The charge of $1,000,000 made against the reserve for contingencies account 
"to cover actual loans considered worthless during the year” should be charged 
to operations, and not buried in the reserve account, if such losses arose during 
the year. The candidate should remember that the undivided profits account 
from which the reserve was created is to bank accounting what the surplus 
account is to manufacturing and trading corporations.
The problem requires a summary of the earnings statement. This statement 
follows. However, it would be well for the accountant to include an analysis 












Interest on time accounts..........................................
Taxes (federal and state)...........................................







Net loss, before any provision for decline in the value
of securities owned...................................................... $ 350,000
No adjustment can be made for federal income taxes, if any provision had 
been made for such taxes, because all the necessary data is not given in the 
problem.
No. 6 (10 points):
The Idaho Company has outstanding on January 1, 1933, 1,500 shares of 
common stock, par value $100, owned as follows:
James Owen........................................... 600 shares
Arthur Black......................................... 200 “
Fred Jensen........................................... 300 “
Thomas Carlyle.................................... 400 “
The surplus and reserves on the above date were: surplus, $50,000 and 
reserve for bond sinking fund, $25,000.
During the year the company declared and paid a 4% dividend in June and 
declared a 4% dividend on December 20, 1933, payable January 10, 1934. 
The profits were $20,000, after depreciation, and $6,000 was charged to surplus 
as an addition to the sinking-fund reserve.
On January 1, 1934, the company purchased one half of Carlyle’s stock at 
book value, and sold it on January 10th to Otto Seltzer for $190 a share.
During 1934 the company declared and paid a dividend of 9%. Its operating 
profits were $25,000 after depreciation. The accountant set up a reserve of 
$2,000 and the directors asked that the following amounts be added to the 
reserves: $4,000 for possible market declines in inventories, $10,000 for exten­
sion of plant and $3,000 for sinking fund.
1. Prepare journal entries for the purchase and sale of the stock in January, 
1934.
2. Prepare a statement showing how the book values of the stock on Decem­
ber 31, 1933, and 1934, should be calculated.
Solution:
(1) The journal entries to record the purchase and sale of the treasury stock 




To record the purchase of 200 shares of treasury
stock from Thomas Carlyle at a price of $155.33 
per share.
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Profit on sale of treasury stock.............................. 6,933.33
To record the sale of the 200 shares of treasury stock
at $190 per share.
In this solution, the reserve set up by the accountant is assumed to be a 
surplus appropriation. If it were a valuation reserve or a liability, the book 
value at December 31, 1934, would be $2,000 less.
The Idaho Company
Statement showing how the book value of the stock on December 31, 1933, and 1934, 
should be calculated
December 31, 1933:
Capital stock—1,500 shares of a par value of $100 each............. $150,000.00
Surplus:
Balance, January 1, 1933.............................................................. $50,000.00
Profits for the year 1933............................................................... 20,000.00
Total....................................................................
Deduct:
Dividends paid June, 1933 (4%).....................
Dividends declared, December 20, 1933 (4%) 





Reserve for sinking fund: 
Balance, January, 1933.............................................................
Appropriation for the year 1933.................................................





Balance, January 1, 1934.............................................................










Appropriated to the following reserves: 
Accountant's...............................................














Possible market decline in inventories........................................ 4,000.00
Extension of plant......................................................................... 10,000.00







No. 7 (5 points):
Following is a summary of the endowment funds of the State University:
Aggregate of the funds at July 1, 1933......................... $5,500,000
Increases: Sept. 1, 1933 .................................................... $ 15,000
Oct. 1, “ ...................................................... 50,000
Jan. 1, 1934.................................................... 85,000
Mar. 1, “ ...................................................... 100,000
May 1, “ ...................................................... 25,000
275,000
Aggregate at June 30, 1934............................................. $5,775,000
Included in the endowment funds is a fund for the Dowd Chair of Chemistry, 
viz.:
Balance of fund at July 1, 1933..................................... $ 75,000
Increases: Oct. 1, 1933.................................................... $ 5,000
Jan. 1,1934.................................................... 15,000
May 1, 1934.................................................... 10,000
Aggregate at June 30, 1934.............................................
30,000
$ 105,000
The total income for the year ended June 30, 1934, earned from the invest­
ment of all the funds, is $275,750.
Assuming that the securities in which the funds are invested are pooled:
1. What is the average rate of income earned during the year ended June 30, 
1934 ?
2. What amount of the income must be applied toward the expenses of the 
Dowd Chair of Chemistry?
Solution:
(1) To obtain the average rate of income earned during the year, it will be 
necessary to know the average amount of the investment for the same period. 
This may be obtained by means of the following computation:
Endowment Funds
Amount Months Product
July 1, 1933.................. ................ $5,500,000 12 $66,000,000
September 1, 1933.................. ................ 15,000 10 150,000
October 1, 1933.................. ................ 50,000 9 450,000
January 1, 1934.................. ................ 85,000 6 510,000
March 1, 1934.................. ................ 100,000 4 400,000
May 1, 1934.................. ................ 25,000 2 50,000
Total ................ $5,775,000 $67,560,000
$67,560,000÷12 =$5,630,000 the average amount of the investment for the 
year.
$275,750÷$5,630,000 = 4.898%, the average rate of income earned during the 
year.
(2) To obtain the amount of the income to be applied toward the expenses 
301
The Journal of Accountancy
of the Dowd Chair of Chemistry, it will be necessary to learn the average 
amount of the investment of this fund, as follows:
Dowd Chair of Chemistry
Amount Months Product
July 1,1933....................... .................... $ 75,000 12 $ 900,000
October 1, 1933....................... .................... 5,000 9 45,000
January 1, 1934....................... ..................... 15,000 6 90,000
May 1, 1934....................... .................... 10,000 2 20,000
Total................................. ..................... $105,000 $1,055,000
$1,055,000
$67,560,000 times $275,750 = $4,306.04, the amount of the income to be applied to the Dowd Chair of Chemistry
fund.
Accounting Theory and Practice—Part I
Editor, Students' Department.
Sir: I would-greatly appreciate your reviewing the solution to problem No. 
6 of the Institute’s examination in theory and practice—part I, which appears 
on pages 139-142 of the August issue.
The item which confuses me is the treatment as an addition of the “actual 
loss on bonds,” amounting to $1,485.45. It seems to me that this loss should 
be eliminated in determining the profit for the period by the single-entry 
method. The net profit for the period would therefore be $69,505.92 and not 
$70,991.37 as shown in the solution. This latter figure would represent the net 
profit before considering the loss on bonds.
Does not the difference in net worth, adjusted of course, for drawings, pay­
ments on account of capital and anticipated profit, include this loss? If this 
premise is correct are you not inflating the profits to this extent if you add back 
the loss?
Take a hypothetical case. A’s capital on January 1 is $15,000.00, consisting 
of cash, $5,000.00, and ten bonds purchased at par. He sells five bonds at 95 
and records the transaction by a debit to cash and a credit to the bond account 
for $4,750.00. His balance-sheet now includes cash, $9,750.00, and bonds 
carried at $5,250.00, his capital remaining the same.
This set-up is obviously incorrect, since the bonds should be valued at 
$4 ,750.00. A revised statement would show an equity of $14,500, or a decrease 
of $500.00 from the original capital. There is no question that the loss is 
$500.00.
If we follow the procedure outlined in the printed solution the results are as 
follows:
Capital at beginning........................................................... $15,000.00
Present capital..................................................................... 14,500.00
Decrease in capital............................................................. $ 500.00
Add loss on bonds held...................................................... 250.00
Total loss for period................................................... $ 750.00
Will you therefore please advise me .either directly, or through the publica­
tion whether my reasoning is correct? If not, where is the fallacy?
Yours truly, 
Brooklyn, New York. Herman Drucker
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The item “actual loss on bonds held . . . $1,485.45” (page 141 of the 
August, 1935, Journal) which confuses you is really not an actual loss, but a 
reduction to market value as of June 30, 1930; in amount it coincides with the 
actual loss on the bonds sold, and this fact is the cause of your confusion.
The profit for the year may be stated as follows:
Operating profit................................................................... $72,476.82
Less: loss on bonds sold...................................................... 1,485.45
Net profit after realized loss.......................................... $70,991.37
Write-down of bonds held.................................................. 1,485.45
Net profit to partners......................................................... $69,505.92
This agrees with the profit as you determined it. In the printed solution, 
the write-down of bonds held was considered a charge to capital rather than to 
profits, and accordingly was first eliminated in arriving at the profit for the year 
and then shown as a separate item in the statement of the partners’ accounts.
Editor, The Journal of Accountancy:
Sir: The enclosed problem was recently given in a competitive examination 
in auditing. From the information given several answers were reached. 
I am wondering if one of your experts would be kind enough to furnish a 
solution.
Sincerely yours,




From various sources the following information is disclosed:
Inventory 1/1/34.................................................................... $235,100
“ 1/1/35.................................................................... 176,550
Purchases for year 1934........................................................ 887,650
Freight in for year 1934 ........................................................ 15,550
Salesmen’s salaries for 1934................................................... 550,000
Gross profit on sales for 1933 had been 36.2%.
Corporation X does entirely a jobbing business. You have ascertained that 
the company’s selling prices for 1934 were the same per article as in 1933, but 
the cost of merchandise purchased was 7 per cent higher.
Accepting all the above facts, calculate the sales for the year of 1934.
The cost of sales for the year ended December 31, 1934, is computed as
follows:
Inventory, January 1, 1934......................................................$ 235,100
Purchases for the year 1934............................................... 887,650
Freight in for the year 1934.............................................. 15,550
Total.............................................................................. $1,138,300
Deduct: inventory, January 1, 1935.................................. 176,550
Cost of sales for the year 1934.................................. $ 961,750
It has been ascertained that the unit selling prices for the year 1934 were the 
same as in 1933, but that the cost of the merchandise purchased during the 
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year 1934 was 7 per cent, greater than that purchased in 1933. On the theory 
of “first-in, first-out,” it should be assumed that the inventory at January 1, 
1935, contained only merchandise purchased during the year 1934; that the 
opening inventory of January 1, 1934, was disposed of during that year. 
Hence, to adjust the cost of sales to the 1933 basis it will be necessary to elimi­
nate the 7 per cent increase in the purchases entering into the cost of sales for 
the year 1934.
Cost of sales for the year 1934.......................................... $961,750
Purchases for the year 1934.............................................. $887,650
Inventory, January 1, 1935............................................... 176,550
Purchases entering into cost of sales................................ $711,100
Adjusted to 1933 basis: 
7/107 of $711,100=.................................................... 46,520
Adjusted cost basis............................................................. $915,230
As the gross profit on sales for the year 1933 had been 36.2 per cent., the 
sales for the year 1934 may be obtained by dividing the adjusted cost basis 
by 63.8 per cent. (100—36.20 per cent.), or $1,434,530.
No attempt is made to allocate any freight-in to the merchandise inventories, 
for it is not known whether this additional cost was included therein.
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INCOME TAX AND ALGEBRA
Editor, The Journal of Accountancy:
Sir: In the June issue of The Journal Harry S. Wade, in an article on 
“ Income-tax algebra,” says of a case where state tax is computed after deduct­
ing federal tax and federal tax after state tax that “algebra is necessary.” 
Later in the same article he says of algebra that many men, otherwise strong, 
tremble when they read ‘‘ let x equal so and so.” Yes, they do, especially clients.
He even suggests that laws be changed to avoid the need for the use of 
algebra. Others, too, have prescribed algebraic methods for problems of this 
sort, and all earn our thanks for trying to help.
For the purpose of computing tax in the circumstances cited on page 446 (1) 
algebra is not necessary; (2) it is not desirable; (3) it is slow. It is not desirable 
because our work should be understood by clients.
In any case algebra is but a prop to the weakness of the reasoning faculty; 
it leads only to a method of using arithmetic. None of us is able to make really 
involved calculations without its help, but for such questions as these it is not a 
help.
Here is the arithmetical solution to the question on page 446 of The Journal:
Taxable, federal.................................. $300,000
Less 2 % of $200,000........................... 4,000
$296,000 13¾% equals $40,700.00
13¾% of 2% of.......... $40,700.00............................................... 111.93
“ 111.93............................................... .31
State tax....................... $ 4,000.00 ---------------
Less 2% of $40,812.24 816.25 Federal tax $40,812.24
$ 3,183.75 state tax.
===== And that is all.
*****
We may have a graduated federal tax—if so the algebra will be tedious. 
Here is the arithmetical solution. Assume that the first $100,000 pays 12½%, 
the next 100,000 pays 14% and the rest pays 15%. The work is:
Taxable, federal.................................. $300,000
Less 2% of $200,000........................... 4,000
$296,000
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2% of 15% (.3 of 1%) of $40,900..................................................... $122.70
“ of $122.70..................................................... .37
State tax................................................. $4,000.00 Federal tax $41,023.07
Less 2% of $41,023.07......................... 820.46 
$3,179.54 state tax.
Yours truly,




LAND ACCOUNTS, by Walter Mucklow. American Institute Publishing 
Co., Inc. Cloth, 290 pages. 1935.
In Land Accounts, Walter Mucklow has contributed a comprehensive survey 
of the accounting problems and methods of companies engaged in developing, 
subdividing and marketing land, based on his wide personal experience in this 
particular field of accounts. The book may be regarded as a successor volume, 
somewhat narrowed in its field, to the author’s Real Estate Accounts published 
in 1917, and, in the author’s own words, “is intended to deal only with those 
matters relating to the land itself and to leave to others the treatment of 
resources or improvements to and products of the soil.”
The author emphasizes throughout the book the importance of the relation of 
federal income taxes to real-estate accounts and one chapter is devoted to 
special matters in this field.
A feature of special interest, which deserves mention, is the chapter, com­
prising some twenty pages, on a manual of instructions. It is important, as 
the author states, that “the concern, its employees and its accountant shall 
clearly understand and agree upon the system of records and the method of 
accounting to be followed.”
The book is adequately and conveniently indexed to numbered paragraphs, 
and is interspersed with forms (85 in number) covering every phase of the 
required accounting records. The volume should prove of great value as a 
reference book to members of the accounting profession in matters concerned 
with land accounts and more especially to accounting officers of companies 
engaged in that particular type of business.
E. O. Lothrop.
New York, N. Y., August 15, 1935.
MANAGEMENT PLANNING AND CONTROL, by A. G. H. Dent. Gee &
Co. Ltd., London. Cloth, 333 pages. 1935.
A handy and sensible manual for managers of enterprises large and small is 
Management Planning and Control by a statistician and economist whose prac­
tical experience with a large corporation gives the reader confidence in his theo­
retical conclusions. Though written by an Englishman for the English the 
predominance of data and illustrations taken from American industrial organ­
izations and the long list of American texts in the bibliography should make it of 
equal value to American readers. In brief, it is a summary and synthesis of the 
best thought on the subject to date in all industrial countries.
Mr. Dent takes a broad view of his subject, urging the necessity and advisa­
bility of planning and budget control not only for the individual concern, but 
also for each industry as a whole through coordination in conferences and the 
gathering of data of mutual interest. Such action in some industries has al­
ready been taken in this country, as we know, and was greatly accelerated by 
the late N.R.A. How far it will be allowed to proceed in the face of the revived 
anti-monopoly acts and demagogic hostility to big business is a question.
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While he naturally aims at an ideal of industrial and business organization, 
Mr. Dent is by no means an impractical idealist. He emphasizes the need of 
proceeding slowly, one step at a time, pointing out that "leaders who have 
attempted to superpose a brand-new system on an old organization without 
careful preliminary study and planning have invariably failed” (p. 12), a sug­
gestive hint to enthusiastic theorists who would shatter the economic world “to 
bits—and then re-mould it nearer to the heart’s desire.”
Students of economics (and who isn’t these days?) will find much of interest 
in chapter 7, "Planning in depression conditions,” and chapter 9, "Economic 
research and forecasting.” The author’s ideas and suggestions are based on 
commonsense and sound economic doctrine, most refreshing to read.
W. H. Lawton.
ACCOUNTING PROCEDURE FOR STANDARD COSTS, by Cecil M.
Gillespie. The Ronald Press Company, New York. 431 pages. 1935.
Professor Gillespie has done a very useful piece of work by preparing in text­
book form a summarization of what has been learned in recent years relative 
to the accounting aspects of standard costs. His book is an explicit and thor­
ough presentation of the mechanical aspects of cost accounting as conducted 
under this plan. It should be helpful to the student who wishes to obtain an 
adequate grasp of the procedures involved.
The presentation follows the familiar Northwestern university form, consist 
ing of so-called “unit lectures” on various aspects of the subject. The typical 
approach involves a comprehensive explanation of the method under considera­
tion, a complete and carefully developed illustration of the procedure, a sum­
marized restatement of the explanation, emphasizing the salient points, and 
one or more problems for solution by the student. The lectures may not make 
all the possible points in every case, but the reader can not very well miss the 
ones they do make.
A substantial portion of the book is devoted to a comparison of three different 
accounting procedures which may be applied when standard costs are in use. 
In consideration of these, special chapters are devoted to the setting of stand­
ards and to the development of flexible budgets. Other chapters deal with the 
analysis of variations between actual and standard costs, the preparation of cost 
reports for executives and executive uses of standard costs. Considerable 
attention is given throughout the lectures to the accounting and bookkeeping 
procedures underlying the cost work.
While the major portion of the explanations deals with production cost prob­
lems, the author also discusses cost accounting for warehousing, selling and 
delivery operations. In these chapters the standard-cost features of the 
accounting are less sharply distinguished, but the discussion is valuable in 
indicating the manner in which standard costs may ultimately be applied to 
these divisions of the business as effectively as they are now applied to produc­
tion departments.
Five complete cases, describing the actual application of standard-cost meth­
ods in specific instances, are incorporated as separate chapters in the book. 
These contain valuable citations of actual working instructions, forms, etc., as 
they have been developed in practice.
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The sequence in which the various subjects are taken up seems somewhat 
aimless, the arrangement doubtless being governed by the supposed teach­
ability of different subjects rather than by any abstract logical development. 
Each problem considered, however, is presented and illustrated with painstak­
ing care. The author leaves no loose ends in his discussion. Not only is the 
basic procedure fully described, but methods of dealing with unusual variations 
from normal are discussed methodically and clearly. Particular note may be 
given to such sections as those on scrap materials and spoiled work, changes of 
standards during a budget period, disposition of variations from standard, 
treatment of the factor of return on investment, etc.
The book is a presentation of established principles and not an attempt to 
develop new ones. It contains little of philosophy and almost nothing of argu­
ment. On points of uncertainty or controversy the author merely states the 
issue briefly and refers the reader to the literature on the subject, with the im­
plied recommendation that he study what others have said and form his own 
conclusions. Those who think that college teachers are engaged in stuffing 
their own preconceived ideas into the receptive minds of their students should 
observe the calm and detached manner in which Professor Gillespie deals with 
subjects which have aroused numerous cost-accounting authorities to the most 
heated disputes. There are adequate bibliographical references throughout.
All this is to say that the book is a comprehensive and carefully developed 
textbook presentation of recognized and important cost-accounting methods; 
that it fills satisfactorily an unquestioned need for such a presentation, which 
has not been available previously; that it presents nothing strikingly new and 
contains no brilliant flights of the imagination; and that it will serve effectively 
to inform the uninitiated and to consolidate and strengthen the knowledge of 
the more experienced in the important and complex technique of standard costs.
Howard C. Greer.
BIBLIOGRAPHY OF WORKS ON ACCOUNTING BY AMERICAN 
AUTHORS, by Harry C. Bentley and Ruth S. Leonard. H. C. 
Bentley, Boston. Vol. I, 197 pages. 1934. Vol. II, 408 pages. 1935.
At first thought, preparing to review a 600-page bibliography would seem 
about like reading in the dictionary to pass the time away: apt to be discon­
nected even if interesting. These two volumes, however, have a degree of 
continuity no dictionary can possess—the continuity of time—of history in the 
making. Therefore they constitute one of the two keys to the history of what 
America has been doing with its accounting heritage. The other key is the 
Accountants' Index, which, in addition to classifying the books within the field 
as they appear, indexes the extensive current literature of accountancy.
The two authors of this bibliography, accountant and librarian, have spared 
no trouble and expense to make the work complete and serviceable. As to 
completeness, there is abundant evidence that the search of bibliographical 
sources was exhaustive. That the compilation was discriminatingly made is 
shown by the fact that the authors have omitted a great deal of material which 
would usually be classified into this field. As to serviceability, a carefully pre­
pared classification of titles by general fields is presented in addition to the 
chronological listing, and both volumes are provided with an author index, 
while volume II is given also a subject index. Practical considerations have 
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unfortunately precluded an indication of the location of the books listed. But 
modern libraries are well organized to find elsewhere the volumes which they 
may not possess. The work will also prove helpful upon occasion through its 
listing of the titles copyrighted prior to 1901 which have not been found in any 
library.
The two volumes divide the period of American contributions quite logically 
at the turn of the century: therefore volume I may be thought of as the bibli­
ography of the nineteenth century, and volume II as that of the first third of 
the twentieth century. Excluding two works published in 1796 and 1799 
respectively, the nineteenth century brought forth 390 titles, of which only 66 
titles appeared before 1851. In comparison it may be noted that 874 titles are 
listed in volume II between January, 1901, and January, 1935. The decade 
ending 1930 averaged 39 books a year; but the next four years averaged only 
22 books. The first decade of this century averaged almost as many: 15.8 
books a year.
As one would suspect, most of the books in the nineteenth century are classi­
fied as works which give a general presentation of the theory and practice of 
bookkeeping. Of the 392 titles listed in the chronological section, 336 are 
general texts of this kind. Of specialized treatises, there are 56 works which 
can be said to represent the beginnings of higher accountancy.
Even after the turn of the century progress in the development of an 
accounting literature was slow. For the first decade 158 titles are listed, and of 
this number, 99 are classified by the compilers as works on bookkeeping in­
tended primarily for use in high schools and private business schools. But 
after 1911 the pace increased. For the whole period 1901 to 1934 the works 
classified as being above high school bookkeeping numbered 575 out of 874, 
almost two thirds.
So well are the classified sections of the bibliography arranged that it is 
clearly evident that cost accounting is the area of greatest development in the 
first twelve years, for there were about twice as many titles in cost accounting 
as in general works (28 compared to 13). However, the relationship is progres­
sively modified through 1913 to 1918, when general works and cost titles were 
equal, and 1919 to 1924, when the cost books were only two-thirds as numerous 
as the general works (42 cost, 61 general), down to 1925-1934, when the general 
works numbered twice as many as the works on cost accounting (110 general, 
52 cost).
It should be noted, however, that this comparison does not include a con­
siderable amount of material which is properly related to factory and cost 
accounting—that is, books and pamphlets dealing with cost accounting for 
specific industries and uniform cost systems. The authors give 64 pages of 
bibliography about specialized costs, 35 pages about uniform systems for 
industry, and 25 pages of references to uniform systems for public utility and 
railroad companies, a total of 124 pages. If this material be included with the 
general treatises on cost accounting, it would probably be safe to say that cost 
accounting still leads the field.
On the whole it is clear that this ambitious bibliography—a labor of love by 
one of the pioneers in the field—places in the hands of students and research 
workers an extremely useful tool which promises to justify itself more in the 
future than in the present. Perhaps one of the services of this work—and not 
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its least—will be to direct attention to the comparative meagreness of the 
literature of higher accountancy. Is it an adequate foundation for a truly 
professional education? We can, without arrogance, be proud of the progress 
made; but we can not, without stagnation, be satisfied with the results.
A. C. Littleton.
PRINCIPLES OF ACCOUNTING. By George R. Husband and Olin E.
Thomas. Houghton Mifflin Company, New York. Cloth, 801 pages. 1935.
With the avowed purpose of presenting “both the practical and theoretical 
aspects of the principles of elementary accounting,” Messrs. Husband and 
Thomas offer Principles of Accounting as taught at Wayne University, Detroit. 
“Elementary” hardly seems the right word for a text-book that covers the 
whole range from simple sole proprietorship to the complex holding company. 
It is well arranged and illustrated by practical entries and examples, the quizzes 
at the close of each chapter are pertinent, and the laboratory problems (125 
pages of them) seem to supply ample tests for students.
The use of the title “equities” on the balance-sheet, in place of the customary 
“liabilities,” or “liabilities and capital,” is about the only departure from or­
thodoxy in accounting terminology. The arguments in favor of it are plausible 
enough, for its conciseness if nothing else; but why confuse the student by using 
a term which he must discard promptly when he enters the business world? 
Another new feature is the bibliography of accounting authorities at the end of 
each chapter many of them so unfamiliar that one must conclude accounting 
literature is almost as ephemeral as last year’s “best seller”!
A slight error is to be noted on page 12. The American Institute of Account­
ants was not organized under a federal charter (which implies it was chartered 




[The questions and answers which appear in this section of The Journal of 
Accountancy have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by members of the American Institute of Accountants who are 
practising accountants and are published here for general information. The 
executive committee of the American Institute of Accountants, in authorizing 
the publication of this matter, distinctly disclaims any responsibility for the 
views expressed. The answers given by those who reply are purely personal 
opinions. They are not in any sense an expression of the Institute nor of 
any committee of the Institute, but they are of value because they indicate 
the opinions held by competent members of the profession. The fact that 
many differences of opinion are expressed indicates the personal nature of 
the answers. The questions and answers selected for publication are those 
believed to be of general interest.—Editor.]
OVERHEAD EXPENSES OF AN OIL COMPANY
Question: Will you please secure an authoritative opinion as to the better 
accounting practice for overhead expenses of an oil company in the following 
situation?
A corporation is formed to engage in a general oil business but is confining 
its activities primarily to exploring for and acquiring potential oil-bearing 
lands in the gulf-coast region of Texas and Louisiana. Inasmuch as production 
in this area is found on or about salt domes, which, in the main, can only be 
discovered by geophysical means, the company has its own geophysical staff 
and working crews.
During the latter half of 1933 and up to October, 1934, the geophysical group 
surveyed approximately 480,000 acres of land and thereafter, out of all the 
acreage surveyed, decided to lease or develop approximately 15,000 acres in 
several localities which the result of the geophysical work indicated to be apt to 
produce oil.
Inasmuch as, during the period from 1933 to 1934, the company’s entire 
activities were centered in geophysical exploration work and practically all 
expenditures were made in furtherance of this work, the directors instructed the 
auditor, in preparing the financial statement of the company for the year ended 
December 31, 1934, to charge the above-mentioned geophysical and overhead 
expenses to the cost of property acquired, as follows:
Exploration, field and geophysical expenses
Exploration expenses................................................................................. $13,410
Field and geophysical expenses............................................................... 1,277
Repairs and depreciation of field equipment........................................ 1,719
Insurance of field equipment................................................................... 675




Telephone and telegraph—mostly between New York directors and
Texas field offices, regarding acquisition of properties and progress
of work.................................................................................................... $2,058
Salaries and wages of geophysicists and field personnel—approxi­
mately ...................................................................................................... 20,000
Traveling and automobile expenses—covering, mostly, field exami­
nations..................................................................................................... 11,600
Office and general expenses...................................................................... 10,996
Grand total......................................................................................... $64,214
The direct lease costs, for acquiring the above-mentioned property,
were—approximately............................................................................ 32,000
Making a total property cost of............................................................. $96,214
Because of the nature of the work, as above explained, and the large area to 
be examined before eventually determining the favorable properties, the over­
head expense must, necessarily, represent the largest part of the cost. This 
overhead expense is prorated over the various properties to be developed, on 
the basis of the direct cost of each property.
Answer No. 1: The question seems to divide itself into two parts. First, 
the general distribution of the expenses and, second, their application to indi­
vidual units of property or production.
I think there is no doubt that in any extractive industry—mining, lumbering, 
quarrying or the oil industry—any expenditures made previous to the extrac­
tion in paying quantities of the mineral under development is a charge to the 
cost of the property. In some cases it may be desirable to distinguish between 
cost of property, general development work and development work applying to 
specific units, all of which may be extinguished at varying rates. The applica­
tion of this principle may be complex, but the principle itself is clear, that is, 
that no money can be gained or lost before the commercial extraction of the 
mineral has begun. It is also clear from this that any mineral extracted inci­
dentally to the exploration and development work before extraction on a com­
mercial scale is merely a credit to development expense and not income. The 
fact that some or even a substantial portion of the development work is done on 
properties later discovered to be valueless does not change the fact that the 
aggregate cost of exploration and development is the cost of the properties 
finally put into production.
The foregoing applies particularly to a new enterprise. It is, of course, 
obvious in an established enterprise that a certain amount of exploration and 
development work goes on all the time and should be charged off currently. 
In an established enterprise, any suggestion to defer large items for develop­
ment and exploration should be examined carefully and the utmost caution ex­
ercised in permitting the capitalization or deferring of such expenditures. 
The present question, however, I understand, deals with a new enterprise pre­
vious to entering into production.
The second question, that is, distribution to individual units, depends largely 
on the intentions of the owners of the property. If it is intended to break up 
the property into small lots and sell them as individual properties or as lease 
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or royalty participations, there is then some warrant for distributing the de­
velopment cost on a basis of acreage. This is not strictly accurate, as the pur­
poses for which the development expenditures were made was the production of 
oil, not the acquisition of real estate. However, if it is the intention to sell the 
property, it is to a certain extent comparable to a real-estate development and 
this method will probably be as satisfactory as any that can be devised.
If the property is to be operated by the owners after coming into production, 
it would seem preferable to determine as nearly as possible the minimum content 
of oil in the developed properties and to write off the development on a basis of 
the quantity of oil produced. The minimum content should be estimated quite 
conservatively so as to assure the extinguishment of the development expense 
over a comparatively short time as there would be no great disadvantage in 
writing the development off previous to the exhaustion of the property.
The question as to whether it would be advisable to write off development pro 
rata with the depletion allowed by the United States treasury department 
should be considered. On the whole, if acceptable to the department, it would 
appear better to write development off over a shorter period. This, however, 
is a question which must be considered on the merits of each individual case.
The foregoing is, of course, general and applies more to the financial account­
ing of the company than to the tax problem. There is not enough information 
given to make any attempt to advise as to the company’s attitude on federal 
taxes.
Answer No. 2: I should apportion the exploration expenses, amounting to 
$64,214, over the leaseholds acquired, on an acreage basis, about $4.28 per 
acre. Rather than to create a reserve before commencement of operation, 
field equipment should be appraised and the investment credited direct with the 
amount to be included in apportionable exploration expenses. These expenses 
should be carried in a sub-account of each lease entitled “exploration costs.”
Having capitalized the exploration expenses, obviously, they are return­
able, in this case, through reserve for depletion; and the company, for the sake 
of consistency, is committed to that practice in subsequent years. Ordinarily, 
expenses of this nature are deductible 100% in the year in which they are in­
curred.
HOSPITAL OPERATING COSTS
Question: A client of ours, interested in a hospital in his locality, has re­
quested that we furnish him with certain statistical information relating to 
hospital operating costs. This particular hospital is in a city of about 10,000 
inhabitants and serves the city and surrounding community. The directors 
are anxious to know how their costs compare with those of other hospitals 
situated in approximately the same position.
The local chamber of commerce is interested in the matter and the secretary 
of that body has suggested the following statistical information:
“Basic cost per patient per day to include operating and administrative ex­
pense such as light, heat, water, taxes, if any; insurance, nurse hire, food and all 
wages charged to administration.
“This basic cost item should be found by a detailed study of the books of the 
institution, over a period of several years if necessary.
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“Basic cost per patient per day should be in two groups, pay patients and 
pauper patients.
“Under basic cost should appear average cost of extras, such as operating 
room, anaesthetics, dressings, etc.—also cost of special nurses per day.”
This institution is operated on a non-profitable basis, that is, no profit accrues 
to any individual member of the association. It receives subsidy from the local 
city and county governments.
Answer: Practically every hospital of any size or importance covers in its 
accounting information all of the statistical information you have enumerated 
in the four paragraphs of your letter. Not all hospitals, however, discriminate 
in this cost between pay patients and pauper patients. For instance, there is no 
greater and no less expense, regardless of the pay or non-pay status of the pa­
tient, so far as the cost to the hospital in furnishing the operating room con­
veniences, the linens, the nursing and other service for an operation, the amount 
of anaesthetic consumed, or the bandages used, or any other of the material 
that is expended or labor that is bestowed upon the patient while in the operat­
ing room and during the period of his treatment after operation. Food costs for 
patients in the hospital do not vary materially, if at all, as applied to the pay 
patient or the pauper patient. Two eggs served as a part of the meal for the 
pay patient will cost just as much as two other eggs served to a patient in the 
charity wards. The cost and quality of milk served to each of these patients 
would be the same. The bread and butter and other food commodities would 
not differ.
I am not sure that I am answering the questions that you have in mind in 
your communication, but the point that I am making should be emphasized 
in any formula that has for its object statistical information so far as costs are 
concerned in the care of patients in the hospital, and this, I think, should be 
borne in mind constantly. The cost of the essential and fundamental services 
which the hospital furnishes the patient and the cost of the commodities—foods, 
surgical dressings and supplies, bed linens and other staple articles, the cost of 
the heat, light and water furnished—do not differ so far as the patient is con­
cerned whether the patient is a pay patient or a charity patient, and these 
fundamental and essential services and supplies in the aggregate form the vast 
bulk of hospital expenditures.
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